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THE PRIVATE BUSINESS CORPORATION UNDER 
MODERN FRENCH LAW 


STANLEY E. Howarp 


writer has outlined certain phases of 

the evolution of the French laws and 
practices of joint stock or company or- 
ganization to and including the promulga- 
tion of the Commercial Code of 1807.* At 
the beginning of the nineteenth century 
there were several distinct forms of joint 
stock organizations authorized by law and 
thus made available to the French business 
community. First, there was the ordinary 
partnership (société en nom _ collectif ) 
which was in almost all of its features simi- 
lar to the ordinary or unlimited liability 
partnership of the English common law. 
Second, there was the limited liability or 
special partnership (société en comman- 
dite) a device of ancient origin, but with 
certain features developed to meet the 
needs of evolving commercial conditions and 
methods. In particular the Commercial 
Code recognized and legalized a practice 
which had already appeared, of using the 
limited partnership device with the feature 
of transferable shares, which were distrib- 
uted among the limited partners. That is, 
a limited partnership might be a société en 
commandite “simple” (i.e., without shares), 
or such a société “par actions” (with 
shares). These transferable shares might be 
either registered (nominatives) or “to bear- 
er” (au porteur.) Third, the promoters of 
a business project might choose the cor- 
porate form, that of the société anonyme, 


? Howard, Stanley E., “Business Partnerships in 
France before 1807,” 7 Accountine Review 242-57 
(1982); “The Société Anonyme: from Joint Ac- 
count to Business Corporation,” 8 Ibid., 11-21 
(1933). 
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whose shares of proprietary equity might 
also be either registered or to bearer. Thus 
before the opening of the modern era of 
large scale enterprise French law provided 
two competing forms, in which investment 
on an ownership basis might take the form 
of the purchase of transferable shares. In 
the limited partnership form, limited lia- 
bility, of course, attached only to the 
special or limited partners, the commandi- 
taires, or more strictly, to the shares 
held by them: in the corporate form of or- 
ganization, the privilege of limited liability 
attached to all shares. In the limited part- 
nership, managerial powers and responsi- 
bility were concentrated upon the group of 
active, unlimitedly liable owners, the com- 
mandités or gérants; in the corporation, 
managerial functions were delegated in a 
system of representative government. In 
the view of the law all partnership forms 
were regarded as fundamentally arrange- 
ments of a privately contractual nature, 
available for the use of all legally compe- 
tent natural persons. But the corporation 
was not so regarded; it was treated as of 
such public significance that its use was 
made a matter requiring the authorization 
of the government in each specific instance. 
This requirement was a legal tradition of 
long standing, antedating the enactment of 
pertinent statutory provisions. Thus in 
1807 the stage was set for a competition be- 
tween the limited liability partnership and 
the corporation as bidders for the patron- 
age of that part of the business community 
which was interested in transferable shares 
of joint stock enterprises. 


106 


It is not a function of this paper to 
trace in detail the steps in this process of 
competition. Suffice it to say that two im- 
portant processes took place, the one with 
respect to the utilization of the limited 
partnership, the other with respect to that 
of the corporation. As to the former, in the 
absence of effective public restraint of the 
privately entered contractual relations of 
the partners (associés), abuses quickly 
developed. These particularly concerned 
the methods of share issuance. It is easy 
to see how promoters, using the bearer 
share device of assembling the capital con- 
tributions of limited liability partners, and 
being compelled to report publicly, through 
filing in the registry offices, only the total 
amount of the limited liability capital, not 
the names of the investors of this capital, 
might be tempted to abuse the share issuing 
privilege. Associated special partners 
would be in the first instance unknown to 
each other and thus could with difficulty, if 
at all, cooperate in self defense against un- 
scrupulous promoters and managers 
(gérants). Creditors might, too late, dis- 
cover that certain alleged capital contri- 
butions had never been made. It is a matter 
of record that the société en commandite 
par actions had an extensive use in rela- 
tively large enterprises between 1807 and 
the middle of the century. It is also a mat- 
ter of record that there were wholesale 
swindlings of commanditaires by means of 
financial practices which have been charac- 
terized as brigandage. The usual conse- 
quence of business abuses soon followed, 
that is, the enactment of restrictive legisla- 
tion. The first important law of this sort 
was passed on July 17, 1856; a second, 
which stands as a milestone in the history 
of French business corporation law, was 
passed on July 24, 1867. The enactment of 
these regulatory laws changes the emphasis 
in our consideration of the evolution of the 
forms of joint stock trading from the fact 
of the personal and private nature of the 
partnership to the fact of the impersonal 
nature and public significance of any form 
in which transferable shares are publicly 
offered to the investing community. 
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With respect to the corporate form, the 
société anonyme, that which developed 
after 1807 in France was that incorpora- 
tion by specific authorization of govern- 
ment gave place, as elsewhere in the west- 
ern world, to incorporation by procedure 
under an enabling act. Joint stock com- 
pany formation by mere procedure, with 
acquisition of the corporate privilege of 
limited liability for all shareholders, had be- 
come possible in England in 1855. France 
by an Act of May 28, 1863 provided sub- 
stantially the same opportunity for busi- 
ness companies, provided their capital did 
not in any one instance exceed 20 million 
francs. The regulatory provisions were 
substantially those of the Act of 1856 
which governed the issuance of shares by 
limited partnerships. Companies formed 
under the Act of 1868 were officially desig- 
nated as “sociétés a responsabilité limitée,” 
literally, “societies with a limited liability.” 
Four years later, July 24, 1867, the maxi- 
mum limit of share capitalization for com- 
panies so formed was removed, and the 
special descriptive term, sociétés a res pons- 
abilité limitée, was, temporarily at least, so 
far as related to new incorporations, 
thrown into the discard. Thereafter all 
business corporations, however large, 
might be formed by mere procedure. The 
Act of 1867 was divided into two parts: 
one covering share-issuing limited partner- 
ships, the other business corporations. It 
was “on the cards” that, with both of these 
share-issuing business forms placed under 
regulation, that one of them should ulti- 
mately prevail in which the greatly 
esteemed privilege of limited liability was 
offered to all, not merely to some, of the 
shareholders. 

It is hardly necessary to account here 
for the change from incorporation by 
special act to incorporation by procedure. 
France in making this transition was mere- 
ly marching in step with the rest of the 
western commercial world. The movement 
was already under way in the United 
States. Great Britain, we have noted, made 
the change in 1855. France’s European 
neighbors soon after 1867 followed suit: 
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Spain in 1869, Germany in 1870, Belgium 
in 1873, Hungary in 1875, and Italy in 
1882. Everywhere there were objections to 
the special act method, such as the dangers 
of political abuse, costliness, and the possi- 
bility of popular interpretation of special 
public authorization as a guarantee or 
certification of financial soundness. There 
was some opinion also to the effect that the 
use of the corporate form would be not 
only of private benefit, but of public ad- 
vantage also, through the stimulation of the 
nation’s business ; the burden of incorpora- 
tion by special act would be obstructive to 
the national welfare. One must reckon here 
with the laissez-faire philosophy of the nine- 
teenth century; the corporate form, it was 
held, should be freely available to all who 
might wish to use it.? 

But the “liberalization” of public policy 
along these lines was not unaccompanied by 
the setting up of protective devices. There 
probably was on the Continent and in Great 
Britain, in that era, a keener appreciation 
than in the United States of the fact that, 
if incorporation is made easily available to 
all, safeguards must, in the public interest, 
be set up against the practice of fraud 
upon creditors and shareholders. Especial- 
ly does this consideration apply in the light 
of the fact that with incorporation goes 
“limited liability,” which if it is abused may 
often mean “no liability.” The Act of 1867 
and its subsequent amendments imposed 
more or less exacting requirements of pro- 
cedure, of the public registration of de- 
tailed financial data, of the carrying out 


*On this point see Coquelin, C., “Commercial 
Associations of France and England.” This article 
was first published in the Revue des Deux Mondes 
in July, 1843. It was translated (John Stuart Mill 
says by Henry C. Carey) and published in Hunt’s 
Merchants’ Magazine in May (pp. 401-20) and 
June (pp. 497-520), 1845. 

So far as France was concerned there seems to 
have been a stimulus to action such as was taken 
in 1867 in the fact that by an agreement in 1862 
under the commercial treaty of 1860 with Great 
Britain limited companies formed under the British 
Companies Act had certain rights in the French 
courts, and French business men, not having the 
advantages of company formation so readily avail- 
able, found themselves at a disadvantage. Lacour, 
L. and Bouteron, J., 1 Précis de Droit Commercial 
(1921) 230. 


of the policy of building up of surplus re- 
serves, of restrictions upon the declaration 
and payment of “fictitious” dividends, and 
of financial reports for shareholders. There 
is, in such matters as these, usually a clash 
of interests and of opinions between the 
business community, desiring greater free- 
dom of action, and the general public, de- 
siring protection against abuse. As to the 
latter, much attention was centered in 
France upon the control of stock issuance ; 
and there were in time developed rules of 
procedure, some features of which may for 
illustrative purposes advantageously be 
presented here in outline. 

In France today ordinary shares (ac- 
tions ) of public business corporations (so- 
ciétés anonymes) may be issued for cash 
or for property, but not for services.* All © 
the shares authorized by the certificate of 
incorporation must be subscribed before in- 
corporation is considered to be effected. 
With the exception that allowance may be 
made for selling commissions, shares may 
not be issued at a discount. If issuance is 
for cash, except in the case of very small 
par values, issuance may be on a basis of 
instalment payments and subsequent calls; 
but part paid shares issued for cash must 
be registered, not “to bearer.” Shares is- 
sued for other property, i.e., for contribu- 
tions in kind (apports en nature), may not 
be “released” as issued until full payment 
has been made. Not only so, but in recogni- 


_tion of the problem, well known in the 


United States as elsewhere, of the tempta- 
tion to over-value property given and re- 
ceived for shares, an elaborate procedure 
of valuation is prescribed. A “first consti- 
tutive assembly” of the shareholders meets 
to examine and approve all the significant 
papers and records of incorporation, and 
if the record shows issuance of shares for 
contributions in kind, the shareholders ap- 
point a special board of examination (com- 
missaires aux apports) whose full report 


* Founders’ shares are permitted, they are issued 
for services, have no par value, and have no claim 
upon assets in the event of dissolution. They have 
a special claim upon corporate income junior to 
that of an seal standard or regular dividend 
upon ordinary shares. 
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on the valuations concerned must be laid 
with due formality before the shareholders 
prior to and in anticipation of a necessary 
vote of ratification at a “second constitu- 
tive assembly.” Furthermore, and with ob- 
vious intent, the French statute requires 
that shares issued for property (actions 
d@ apport ) be not negotiable for two years; 
they may not even be detached from the 
stub of the stock book. To cover such 
exigencies as are caused by the processes of 
gift, bequest and inheritance they may be 
transferred by a more or less elaborate pro- 
cedure known as “civil cession”; they can 
not during this period find their way into 
the securities markets. It is not at all neces- 
sary to insist that such requirements of 
procedure are “fool-proof.” Nevertheless, 
they stand in striking contrast to the lax- 
ity of procedure in almost all American 
jurisdictions. Regulation of security issu- 
ance is at the source, not by means of Blue 
Sky laws of post facto application. 

While such regulations and requirements 
are, as a general proposition, generally use- 
ful safeguards of the public interest, it is 
also true that there are circumstances in 
which such safeguards and formalities are, 
if not futile, at least more costly than they 
are worth. Of what avail is it to surround 
the stock issuing operation with “red tape,” 
if in the specific instance there is no destre 
on the part of the interested parties to 
make a general offering of securities to the 
public? Or when the wish of the incorpora- 
tors is merely to create and operate a 
“family” corporation? When the desire to 
incorporate has its principal motivation in 
the privilege of limited liability for all the 
members of a small company? The legal 
situation in France was, until 1925, that 
there was no form of joint stock organiza- 
tion recognized whereby all the proprietary 
members might have the privilege of 
limited liability ; excepting the one form of 
the société anonyme, with respect to which 
the assumption was made that the shares 
in interest (actions ) would be offered to the 
general public and afterwards freely bought 
and sold in the market place. There is testi- 
mony to the effect that, when this assump- 


tion was contrary to the facts, French 
jurisprudence, the decisions of the courts, 
attempted to simplify the prescribed for- 
malities, by distinguishing between those 
relating to the assembling of capital and 
others not so related. The latter, it is said, 
they enforced vigorously; the former, they 
did not always enforce. Apart from the 
consideration that judicial interpretation 
is not generally considered to be an ade- 
quate or proper substitute for legislation, 
there was, in this case, the danger that if 
the formalities were waived, companies thus 
very privately promoted and put in opera- 
tion might later, without adequate super- 
vision, decide to appeal to the general pub- 
lic for funds.* 

Other countries of Western Europe had 
met, and dealt with such problems as these 
even before the Great War. In Germany 
there had been passed the Act of April 29, 
1892, providing the company form known 
as the Gesellschaft mit beschrénkter Haf- 
tung, literally “company with limited lia- 
bility.” In close imitation of this statute 
was the Austrian law of March 6, 1906. In 
the revision of the British Companies Acts 
known as the Companies (Consolidation) 
Act of 1908, formal but post facto recogni- 
tion was given to the “private,” as dis- 
tinguished from the “public,” company. 
The inhabitants of Alsace-Lorraine, re- 
stored to France after the Great War, 
were already familiar with the private com- 
pany in its German form. It was not long 
thereafter before a movement developed for 
a further and fundamental alteration of 
the French law of business companies, with 
the result that on March 7, 1925 there was 
passed the law providing for the formation 
and use of sociétés a responsabilité limitée. 
Again, as with the société anonyme of the 
Code of 1807, the legislature borrowed an 
old term for a new use. 

In terms of legal theory the form of com- 
pany organization authorized by the Act 
of March 7, 1925 represents a compro- 
mise between or combination of two ideas; 
the one the concept of a business company 


*Pic, Paul and Baratin, F. Des Sociétés a Re- 
sponsabilité Limitée. Paris, 1927, pp. 12-18. 
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as being an association of natural persons, / (statuts ) contained in the certificate of in- 


the other that of its being an impersonal 
association of “capitals.” A modern French 
writer, in a text prepared prior to the pas- 
sage of the Act of 1925, says: 


We may classify the different kinds of 
[commercial] ] societies as sociétés de personnes 
and sociétés de capitauz. 

The first have as a foundation the mutual 
confidence of the members (associés). The 
second have principally as their object to 
group capitals, without considering the per- 
sonal qualities of the members. 

The ordinary partnership and the simple 
limited partnership [without transferable 
shares] are societies of persons. The société 
anonyme [public business corporation] is a 
society of capitals. The limited partnership 
with [transferable] shares is mixed. 


Thus we see that the idea of combining 
different features of fundamentally differ- 
ent forms to create a new or hybrid form 
is not new. Such a “crossing” was legally 
recognized in the Code of 1807. But the 
société a responsabilité limitée of the Act 
of 1925 represents a crossing of forms 
which extended the privilege of limited lia- 
bility to all members of the proprietary 
group. To provide a form of business com- 
pany peculiarly suited to certain condi- 
tions, but with safeguards for the public 
protection, certain features of the partner- 
ship were combined with certain features of 
the corporation. 

The distinctly private nature of the new 
société & responsabilité limitée is empha- 
sized by certain provisions of the authoriz- 
ing statute which stand in contrast to cor- 
responding provisions of the law of the 
société anonyme. First, in the formation of 
the new “private” form of corporation, it 
is required that “all the members must sign 


corporation (acte de société) need be 
signed only by the promoters or organizers 
(fondateurs) of the company. Of these 
there must be at least seven. But in the case 
of a private company, there need be no more 
than two members. No maximum number of 
members is set by the law; apparently the 
expectation is that the distinctly private 
character of this form of organization will 
be assured by other devices. 

Second, in the case of the new type of 
société, “the company is not allowed to is-~ 
sue for its own account, by public sub- 
scription, any personal securities whatso- 
ever.” In this matter, of course, is found 
the outstanding point of contrast between 
the “private” and “public” forms of cor- 
porate organization. Securities are offered 
not publicly, but privately. It is well to 
note in this connection that the issuance of 
stock by all French companies, both public - 
and private, must occur at the time of in- 
corporation. In both cases, too, all the 
capital stock authorized must be sub- 
scribed, or incorporation is not regarded by 
the law as completely effected. But while, 
as already noted in the case of the société 
anonyme there are circumstances under 
which shares may be issued as part paid, 
in the case of the société & responsabilité 
limitée full payment is always a prerequi- 
site condition to issuance (liberation ). This 
latter is true whether the consideration is 
cash or property (apports en nature). 

Third, the simple procedure involved in 
the private company in the matter of the 
verification or correct evaluation of capi- 
tal contributions in kind stands in striking 
contrast to the formalities prescribed in 
this matter for public companies. Since the 
members of the private company are few 


the certificate [of incorporation] personal-,/and known personally to each other there 


ly or through attorneys, the members [in 
the latter case] giving authorization by a 
special power of attorney.’* This stands 
in contrast to the established procedure for 
société anonymes, under which the by-laws 

5 Batardon, Léon. Traité Pratique des Sociétés 


Commerciales. Paris, 1924, p. 5. 
* Article 4 of the Act of March 7, 1925. 


is no apparent need for the use of first and 
second constitutive assemblies and the in- 
termediate commissaires aux apports. The 
law of 1925 simply says: “The certificate 
of incorporation must contain a valuation 
of the contributions in kind. The members 
are jointly liable to third parties for the 


™ Loc. cit. 
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value attributed to the contributions in 
kind at the time of the formation of the 
company.”* Legal action based upon im- 
proper valuations of property given for 
stock is barred after ten years. In general, 
incorrect procedure in all formal matters 
involved in the formation of a new com- 
pany results in “nullity,” and the responsi- 
bility for this is distinctly personal, falling 
upon those members who have been at fault. 
They, it is stated, “are liable to the other 
members and to third parties, jointly and 
severally and with the first managers, for 
the damage sustained on account of this 
annulment.’” 

Fourth, there is retained in part in the 
new form of company the partnership prin- 
ciple known in Latin as personarum delec- 
tus, the right of every member to have some 
choice regarding the personnel of his fel- 
low members. In a pure partnership this 
right is absolute, resting upon the dangers 
which would otherwise result from the com- 
bination of the principles of mutual agency 
and unlimited liability. In the present case 
the condition of unlimited liability is ab- 
sent; and for mutual agency there is sub- 
stituted management by “one or several 
managers, who may or may not be mem- 
bers, [and] who may or may not receive 
remuneration.’*° Nevertheless, it is some- 
times of some advantage to shareholders 
to exercise some control over the personnel 
of the associated group. And, from the op- 
posite point of view, that of public control, 
it is of some value to see to it that not only 
shall shares not be offered, at the time of 
their first issuance, to the general public, 
but that subsequently they shall not be of- 
fered in the open market for speculative 
purposes. Therefore the rule against is- 
suance of shares by the corporation to the 
public is supplemented by a rule against 
negotiability. The restrictions on the trans- 
fer of private company shares read thus: 


Article 21. Shares cannot be represented 


* Article 8. 

* Article 10. It is also here provided that “legal 
actions concerning nullity and liability are barred 
after ten years.” 

Article 24. 


by negotiable certificates, either registered or 
to bearer or to order; they can only be as- 
signed in conformity with the provisions of the 
following articles. 

Article 22. Shares cannot be transferred ta 
third parties who are strangers to the com- 
pany, except with the consent of a majority of 
the members representing at least three-quar- 
ters of the capital of the company. 

Article 23. Transfers of shares must be evi- 
denced by a deed drawn up before a notary 
or [by a deed] under private signatures. 

They are valid as regards the company 
and third parties only when they have been 
notified to the company, or accepted by it, in 
a notarial deed in conformity with Article 
1690 of the Civil Code. 


With this emphasis upon the distinctly 
personal character of the new form of com- 
pany organization it is not surprising to 
find in the provisions of the statute a re- 
laxation of some of the formalities of pre- 
scribed procedure. This relaxation is not so 
marked with respect to those matters of 
procedure which relate to publicity in the 
form of records and documents publicly 
filed as it is with respect to those matters 
which concern operation and internal man- 
agement. As in the case of the public cor- 
poration, the société anonyme, there must 
be within a month a public filing, with the 
appropriate Registries of the Justice of the 
Peace and of the Tribunal of Commerce, of 
the certificate of incorporation, and publi- 
cation in a journal of legal notices of an 
extract of its contents. 


Article 14. The extract must indicate that 
the company is a société &@ responsabilité 
limitée; its object, the names of the members, 
the business name or the [form of] designa- 
tion chosen by the company, and its principal 
office; the persons authorized to manage, ad- 
minister, and sign on behalf of the company; 
the amount of the capital of the company ; the 
nature and the value of the contributions in 
kind; the clause which allows interest [to be 
paid] to the members even in the absence of 
profits, pursuant to Article 34; the date on 
which the company commences and the date 
when it must terminate, and the date of the 
filing with the Registries of the Justice of the 
Peace and of the Tribunal of Commerce. 
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But when we come to review those re- 
quirements of the recent statute which re- 
late to the formalities of internal control 
and management, it appears that the pri- 
vate company can proceed with more free- 
dom than can the public company. The Act 
of July 24, 1867, as amended, prescribes 
for sociétés anonymes elaborate rules and 
regulations concerning shareholders’ meet- 
ings, both those held at the formation of 
the company and certain compulsory meet- 
ings held at least annually thereafter. De- 
tailed and specific rules are laid down to 
cover the matter of voting under different 
circumstances and upon different types of 
proposals. Before these assemblies there 
must be brought at designated times and 
in a prescribed manner reports upon the 
balance sheet and upon the general financial 
position of the company. Periodic inven- 
tories, balance sheets, and statements of 
profit and loss must be prepared and made 
available to the shareholders. A substan- 
tial portion, more than a third, of that part 
of the statute which relates to sociétés 
anonymes concerns itself with details of 
matters of this sort, and quite properly 
so. 


But in the Act of 1925 there is practical | 
recognition of the fact that the intimate as- © 


sociation of shareholders in a private com- 
pany makes less necessary and probably 
less desirable the prescription of detailed 
and arbitrary rules to effect the control 
of management in the interest of owners. 
We find simply that the shareholders elect 
the manager or managers, that the latter 
have, in the absence of contrary stipulation 
in the by-laws, full power to act on behalf 
of the company under all circumstances, 
and that the managers are liable for viola- 
tions of the statute or of the by-laws of 
the company, “and for faults committed by 
them in their management.” If there are 
more than twenty members of a private 
company, there must be held an annual 
meeting of the shareholders. But if the num- 
ber of members is not more than twenty, “as- 
semblies” need never be held, at least in the 
physical sense. Matters for decision may 
be submitted, exactly formulated in writ- 


ing, and each shareholder may vote thereon 
in writing. Whether there is or is not a 
physical assembling of the shareholders, 
“no resolution is validly passed . . . unless 
the same has been voted for by persons 
holding among themselves more than one- 
half of the capital of the company. Subject 
to any provisions to the contrary in the 
by-laws, if this figure has not been reached 
at the first consultation, the members are 
convoked a second time by registered let- 
ter, and the resolutions are then taken by 
a majority of votes, whatever may be the 
proportion of the capital represented.””* 
No member may be disfranchised by any 
stipulation in the by-laws. The rule of vot- 
ing is one share one vote. In place of the 
elaborate provisions about making finan- 
cial information available to the share-| 
holders, the new law simply says that “any 
member may either personally or through 
an attorney inspect at the registered office 
of the company the inventory, the balance 
sheet and the report of the supervision 
committee.” If there are more than twen- 
ty shareholders this privilege is withheld 
during the fortnight prior to the general 
assembly. 

The reference in Article 14 to Article 34 
is significant. In the latter place we read: 


Article 34. It may be stipulated in the cer- 
tificate of incorporation, but only for the time 
necessary for the accomplishment of the tasks 
which, according to the object of the company, 
must precede the commencement of its opera- 
tions, that the members will be entitled to in- 
terest at a fixed rate, even though there is no 
profit. The certificate of incorporation fixes 
[the length of] this period. 

This clause must, under penalty of nullity, 
be inserted in the extract of the certificate of 
incorporation published in a newspaper of 
legal advertisements according to Article 18. 

The amount of interest thus paid must be 
included among the organization expenses 
(frais de premier établissement) and dis- 
tributed with these expenses, in the manner 
and in the period of time which the by-laws 
must set forth, in the years which shall show 
profits. 


4 Article 27. 
® Article 30. 
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On this subject the old statute of sociétés 
anonymes was silent. In fact it seems to 
have been a conservative practice in the 
fields of railroading, canal operating and 
mining, in which the developmental period 
was apt to be prolonged, to permit “inter- 
est” to be paid to shareholders and to 
charge the same to organization expenses. 
It has not ordinarily been regarded as 
proper to follow such a practice in ordi- 
nary commercial and industrial enter- 
prises.’* Now in this new law of private 
companies we have the specific grant of this 
privilege and a general requirement of the 
amortization of all organization expenses. 

One may question the desirability of this 
innovation, the authorization of share- 
holders’ withdrawal of capital under the 
guise of organization expenses, in the ab- 
sence of profits. It is not a privilege well 
calculated to safeguard the claims of credi- 
tors. If there is any legitimate defense for 
the innovation it may be found in the fact 
that the creditors of a private company 
are presumed to be short term creditors 
whose claims have their origin in contracts 
entered into by a process of personal and 
individual negotiation. Apparently, by the 
language of Article 4, if it is literally inter- 
preted, a private company may not issue 
bonds. “The company is not allowed to is- 
sue for its own account, by public subscrip- 
tion, any personal securities whatsoever.” 
Even so, it is hardly clear why shareholders 
should receive a return of their capital be- 
fore profitable operation has really been 
commenced. 

That the société a responsabilité limitée 
is a “cross” between an association of per- 
sons and an association of capitals is em- 


# Batardon, op. cit., 338-41. 

* Messrs. Pic and Baratin regard the language 
of the statute as uncertain. Their opinion is that 
the issuance of bonds by a société a responsabilité 
limitée would be illegal, if the bonds were essential- 
ly negotiable, and either quoted on the Bourse or 
capable of being so quoted. There might, in their 
opinion, be successful evasion of the statute, if the 
bonds were “non-circulating” and “placed” without 
a general appeal to the public; registered bonds, 
transferable only by civil process, might be taken 
by a group and divided among themselves. But 
managers would be taking a chance of suit by some 
disgruntled bondholder. 
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phasized by the wording of Article 11. “A 
private business corporation is designated 
either by the indication of the object of 
its undertaking or by a business name (rai- 
son sociale ) which includes the name of one 
or [the names of] several of its members.” 
Under the Code of 1807 the business name 
of an ordinary partnership must be dis- 
tinctly personal, by including the names 
of some or all of the partners; that of a 
limited partnership must contain the names 
of general or unlimitedly liable partners, 
never those of special or limited partners. 
In strict theory the public business cor- 
poration (société anonyme ) has never been 
able to have a business name properly de- 
scribed as a raison sociale or nom social. 
The Code said of it: “The société anonyme 
does not exist under a nom social; it is not 
designated by the name of any of its mem- 
bers. It is described by the designation of 
the object of its enterprise.””° Now, in the 
case of the new private form of incorpora- 
tion the incorporators are given their 
choice between the use of a true business 
name in the most exact legal sense and that 
of a mere “designation.” But, that there 
may be no misunderstanding on the part of 
third parties with respect to the form of 
enterprise organization with which they are 
dealing, it is required that “in all instru- 
ments, invoices, advertisements, publica- 
tions, or other documents, issued by the 
company, the designation of the company 
must always be preceded or immediately 
followed by the words ‘société a responsa- 
bilité limitée,’ written plainly and in full, 
and by a statement of the amount of the 
capital of the company.” 

This may not be less than 25,000 francs, 
with shares of par value of 100 francs or 
multiples thereof. With respect to the 
amount of capital, as also with respect to 
the number of members, there is no maxi- 
mum limit set by the statute. Apparently, 
it is the expectation that the conditions 
surrounding the formation and use of these 
private companies will serve as a sufficient 
regulator of size. But it should be noted 
that experience in other countries, notably 

* Code de Commerce, Arts. 29-30. 
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Germany, has been that the private form 
of organization has been found suited not 
only to small close corporations of the 
“family” type, but also to industrial car- 
tels.*® 

In conclusion it may be well to recall the 
fact that this recent creation of a new form 
of business incorporation in France, like 
the corresponding differentiation of forms 
in Germany and Great Britain, has fol- 
lowed the development of protective devices 
set up in the interest of the general public. 
First, in the historical view, we have the 
development of easy incorporation by mere 
procedure. Second, safeguards have been 
developed, applicable to all corporations, 
but safeguards which were particularly di- 
rected toward those problems which arise 
when there is an appeal to the general pub- 
lic for investment funds; safeguards for 
bond holders and other creditors against 
the whole proprietary group, and for 
shareholders against promoters and man- 
agers. Third, there has occurred a relaxa- 
tion of control devices of the second class, 
a relaxation based on the idea that fewer 
safeguards are needed when the intra-cor- 
porate relations of the members are inti- 
mate and private. 


Perhaps it is not out of place to con-. 


trast with the French situation that which 
we have in the United States. Here we have 
not as yet experienced all three of these 
stages of development. The first stage has 
long been completed, that of making the 
advantages of incorporation readily and 
cheaply available to the members of the 
business community. In this process the 
system of state, rather than federal, in- 


% Pic and Baratin, op. cit., 69-74. 


corporation, with an intense competition 
between the states to secure the charter 
granting business and the revenues derived 
therefrom, has been an important and 
harmful factor. In general, we are only en- 
tering the second stage or process, that of 
providing safeguards under which the 
privileges of easy incorporation may be 
exercised. Such development as has taken 
place has been largely in the form of legis- 
lation especially directed to the control of 
security issuance—the Blue Sky laws of 
the states and more recently the Federal 
Securities Act of 1933. Little has been done 
to effect control of corporate activity 
through the amendment of those laws which 
tackle the problem at its source, the state 
laws of incorporation. As to the third stage 
in this process of evolution, the differen- 
tiation of public and private corporations 
has hardly been begun. Our closest approxi- 
mation to such a differentiation has been 
in the enactment in a few states of laws 
authorizing the formation of limited part- 
nership associations. These closely resemble 
the private corporations of Germany and 
France, having the principal attributes of 
corporations, plus the partnership prin- _ 
ciple of personarum delectus. But they are 
not called corporations, and consequently 
their status in “foreign” jurisdictions is at 
best uncertain. It is not fantastic to sup- 
pose that we shall in the not far distant fu- 
ture provide for the needs of small scale 
enterprise a form of corporate organiza- 
tion somewhat different from that which 
is made available for large scale business 
operations. In such an event our legislators 
may advantageously study European ex- 
perience under such laws as those of Ger- 
many, England and France. 


PRINCIPLES OF ASSET VALUATION 


Mortimer B. DANIELS 


POPULAR CONCEPTIONS OF ASSET 
VALUATION 

Accuracy in financial statements means 
something more than mathematical correct- 
ness and absence of manipulation.* This 
additional meaning is comprised in the 
typical expression of auditors’ certificates 
—“correctly sets forth the financial condi- 
tion.” Specifically, how should the financial 
condition of a corporation be set forth to 
be correct? Another term current in ac- 
counting terminology, which is closely akin 
to “financial condition,” is “net worth.” 
Some years ago a leading accountant 
wrote: “If there is one business law of more 
importance than any other, it surely rests 
in the common-sense principle that a busi- 
ness man should know at all times where 
his business stands in relation to his credi- 
tors, and to his partners or shareholders. 
Within reasonable approximation he 
should know his ‘net worth’.”? “Worth is 
an expression of value. But what values 
should the balance sheet show, or should it 
show values at all? Of the two terms, “net 
worth” definitely indicates value, whereas 
“financial condition” does not do so neces- 
sarily, though it is doubtless popularly un- 
derstood in that light.* In short, the lay 
reader of financial statements usually be- 
lieves that the total asset figure of the 
balance sheet is indicative, and is intended 
to be so, of the value of the company.‘ 


*See H. R. Hatfield, Accounting, New York, 
1929, p. 25. 

7M. G. Stockwell, Net Worth and the Balance 
Sheet, New York, 1912, p. 6. 

*It is interesting that the situation is the same in 
England. “There is, however, quite a widespread 
impression—among persons who have not reasoned 
matters out—that all assets appear, or should ap- 
pear, in a properly drawn up balance sheet at 
their realisable worth at the date which such bal- 
ance sheet bears.” Lord Plender, “Some Observa- 
tions on Company Balance Sheets,” The Account- 
ant, London, February 13, 1932, p. 206. 

*As a true statement of financial worth, the 
balance sheet has further limitations. Only assets 
capable of being expressed in money terms can be 
listed and even these are provisional—their validity 
is subject to the success of future operations. Many 


He probably understands this “value” as 
what the business could be sold for, mar- 
ket value—the classic meeting of the minds 
between a willing buyer and a willing seller. 
In the last few years the willing buyer has 
been conspicuously absent, and we have 
been deluged with addresses and articles 
containing glib references to “sound” or 
“intrinsic” value. To make a distinction 


: between the immediate and the normal in 


value is no new idea. Economists have long 
distinguished between current market 
value, which is determined primarily from 
the demand side; and long-term value, 
which is influenced strongly on the supply 
side and thus comes close to approximating 
cost. ° However, there is no consensus as to 
just what “sound value” means as applied 
to a business entity. 

During the Great War American busi- 
ness entered an era of writing-up assets— 
it was apparently felt that sound values 
were higher than recent costs. This era 
came to a close in 1929. A subsequent era 
of writing-down assets is now practically 
ended—it is felt that sound values are low- 
er than recent costs. The inevitable con- 
clusion is that corporation officials and 
many accountants are convinced that the 
balance sheet should display “financial con- 
dition” in reference to some kind of value. 
If they mean market value, they at least 
have a defendable thesis, since there has 
long been an honest and legitimate differ- 
ence of opinion among accounting authori- 
ties in respect to whether the balance sheet 
should show cost or replacement cost of 


things, assets in a broad sense, such as integrity of 
the management, loyalty of personnel, and others 
equally important but imponderable from the 
standpoint of expression in dollars and cents, can- 
not, with our present tools for measurement, be 
shown in the balance sheet at all. Yet, they may 
play a more important part than the inventory of 
wealth placed at the disposal of a business. 

’ For instance, see Alfred Marshall, Principles of 
Economics, Eighth Edition, London, 1927, pe. 348- 
349. The economic concepts are ordinarily identified 
by the terms “law of market price” and “law of 
normal price.” 
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assets. If they mean long-term values, how- 
ever, some sort of normal or average, they 
are on shaky ground at the start, because 
this would amount to saying that such 
“sound” values have shifted from one ex- 
treme to the other within the short space of 
a few years. Of course it can be countered 
that the “sound values” of a few years ago 
were errors. In brief, the write-ups of the 
past and a good share of the write-downs 
of the present rest upon a conception of 
accounting involving valuation of assets at 
market values rather than cost.® A few il- 
lustrations from recent corporation re- 
ports will make this clear and indicate as 
well that the subject of valuation is in- 
extricably tied up with the theory of de- 
preciation. 

The annual report for the year ending 
September 30, 1932, of the Liquid Car- 
bonic Corporation referred to a write-down 
as follows: 

Adjustment of capital assets: 
Write-off of buildings and 
machinery not now re- 
quired for current pro- 
Write-down of other fixed 
assets to present replace- 
ment values .......... 

Write-down of capital in- 

vestments 


2,903,714.20 


26,800.00 


With regard to the restatement of capital 
assets, it should be mentioned that the effect 
thereof is, first, to eliminate the appreciation 
charged to property accounts prior to the re- 
capitalization in June, 1926, and second, to 
reduce the charge for expenditures on prop- 
erty accounts since that time in keeping with 
the lowered construction costs now prevail- 
ing. In consequence of these adjustments, the 
annual depreciation charges will be reduced 
by approximately $100,000.00. In the opin- 
ion of the officers and the company’s account- 
ants, the depreciation calculated on the re- 
duced values should be sufficient to provide for 
eventual replacement at current price levels. 

Consolidated Oil Corporation (Report 
for the thirteen months ending January 81, 
1982) : 

*In so far as write-downs involve abandoned 


property or property subject to extraordinary 
obsolescence other matters are involved. 


It will be noted that the balance sheet valu- 
ations of the Consolidated properties have 
been written down to a very conservative level. 
While these reductions in asset values may ap- 
pear severe, it cannot be too strongly empha- 
sized that no element of the value that exists 
in possession and use is in the least degree 
affected. The Corporation owns the same 
physical assets in the form of real estate, oil 
wells, pipe lines, steam ships, refineries, mar- 
keting facilities, etc. The only difference is 
that the stated values formerly assigned to 
these assets have been reduced to a figure more 
nearly conforming to present-day economic 
conditions. 


The Studebaker Corporation (Report 
for 1981): 


If a write-down of plant facilities is made, 
substantial savings would result to the cor- 
poration in depreciation and other charges, 
thereby benefiting the profits of future years. 


Motor Wheel Corporation (Report for 
1981): 


These write-offs as well as other special 
charges in 1931 effect a saving of approxi- 
mately $200,000.00 per year in future operat- 
ing expenses. 


United Fruit Company :’ 


The restatement of book values has been 
made with care and, in so far as it is possible 
in these times of constantly changing costs, 
is believed to be just and fair. In making this 
restatement it should be recognized that the 
company’s assets are not altered thereby. 
Nothing is added to or taken from the proper- 
ties by changing their book values to corre- 
spond more faithfully to what is believed to 
be a conservative and fair figure at the pres- 
ent time. To the extent, however, that prop- 
erties subject to depreciation are reduced in 
book value by this restatement, the charges 
for depreciation affecting income in 1932 and 
subsequent years will be reduced and the an- 
nual burden thereby substantially lessened. 


The quotations above are illustrative of 
numerous similar statements to be found 
in the latest pronouncements of certain 
corporations regarding their financial 


*From letter to stockholders, as quoted in the 
Commercial and Financial Chronicle, October 22, 
1932, v. 135, p. 2844. 
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legerdemain. Under the cloak of conserva- 
tism they have been busily revising assets 
downward to conform more closely with 
current “values” or “conditions.”* (With 
like conservatism they had hardly com- 
pleted writing assets upward to reflect the 
then current “sound” values.) Some, as the 
quotations above attest, are more frank 
and say simply that the purpose of the 
write-down is to allow for better-looking in- 
come statements in the future. The pinnacle 
of conservative statement of asset values 
in this respect has been reached by the 
Commercial Solvents Corporation, whose 
plant and equipment is listed at $1. The 
following is taken from the balance sheet 
at December 31, 1931, and from the ac- 
companying letter to stockholders: 
Land, building, equipment, etc. $7,329,121.56 

Less: Reserve for deprecia- 

tion and reduction of assets 7,329,120.56 
Following last year’s procedure these [capi- 
tal] expenditures were written off by a charge 
against surplus on December 31, 1931, in 
order to maintain the Corporation’s land, 
buildings and equipment at the nominal figure 
of $1.00, consequently the earnings bear no 
charge for depreciation during the year 1931. 


Other commentators go still further and 
indicate a tacit assumption that the very 
purpose of accounting is to present nice- 
looking statements. For example: 


Sound financial statements cannot be ex- 
pected while overhead charges and gross earn- 
ings ability are out of balance.—A banker.® 

Writing down the assets to figures indicat- 
ing their values as productive factors under 
present conditions is the only method of ob- 
taining a foundation for forecasting proper 


*In respect to such conservatism, Hoxsey has 
said that “there has been a great tendency to as- 
sume that write-downs are in their nature always 
conservative. . . I have already alluded to the 
relative unimportance of the balance sheet. Any 
apparent conservatism in under-stating the value 
thereon of depreciable or amortizable assets is far 
more than offset by the unconservative overstate- 
ment of future profits resulting therefrom.” Writ- 
ing Down Assets and Writing Off Losses, an ad- 
dress by J. M. B. Hoxsey before the Massachusetts 
Society of Certified Public Accountants, Boston, 
1933, p. 21. 

*J. R. Kraus, as quoted in “Excess Plants 
‘Water’ Stock,” The Detroit Free Press, November 
20, 1932. 
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fixed charges and earnings rates.—Professors 
of finance.” 

Reductions in book value of fixed assets and 
corresponding reductions in depreciation 
charges have reacted to advantage of stock- 
holders. Resulting increase in net earnings has 
tended to stimulate investment demand for 
securities of corporations following the de- 
valuation policy. . . . Values in security mar- 
kets the last two years have been determined 
almost most entirely by earnings, and the fac- 
tor of book value has been neglected.—A busi- 
ness magazine.** 


It would appear that the last quotation 
discloses the real motive behind many plant 
write-downs. The corporation management 
has its eye on the stock market. 


Asset Valuation for Accounting 
Pur poses 


Cost is the logical starting point in asset 
valuation. What determines cost is the 
value of what has been exchanged for the 
asset acquired. When cash is paid, there is 
obviously no difficulty. But when securities 
are issued in payment for property ac- 
quired, the initial cost is not so easily de- 
termined. It is an unwarranted assumption 
to value assets at the par or stated value of 
the securities issued. As Hatfield has ob- 
served, this principle of valuation “would 
require that where stock is sold at a dis- 
count, the cash received should be treated 
as equal to the full face value of the stock, 
though it is in fact only a fraction of that 
sum.””? Assuming, however, that initial cost 


% G. T. Cartinhour and L. E. Dewey, “Capitaliza- 
tion Changes as a Result of Depression,” Corporate 
Practice Review, New York, April, 1932, p. 29. 

* “Business Begins to Write Down Book Values 
of Fixed Assets,” The Business Week, New York, 
May 4, 1982, p. 24. 

2 Op. cit., p. 72. Basing property values on the 
face value of stock issued therefor is one variation 
of stock watering which was a typical abuse until 
recently. Since the Interstate Commerce Commis- 
sion took an interest in the matter, there has been 
a noticeable improvement (see Hatfield, supra, p. 
73). For a recent example of the practice, however, 
see the first annual report (for 1929) of the Ni- 
agara Hudson Power Corporation. A footnote to 
the plant item on the balance sheet states that the 
asset values of three subsidiaries have “in the ab- 
sence of a complete appraisal . . . been based upon 
the par value of the capital stock . . . and war- 
rants issued in exchange for securities of these 
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has been fairly determined, there remains 
the problem of subsequent valuation. There 
is first the possibility of revaluing assets 
on the basis of their market values, the 
basis of liquidation value. Second, there 
is the possibility of using replacement val- 
ue. Finally, there is the possibility of re- 
taining cost, as modified by systematic re- 
ductions for depreciation, depletion, and 
amortization. The first two bases call for 
continual revisions, since they express cur- 
rent values. The last basis is not concerned 
with “values,” but with a correct historic 
record of investment. As a general basis 
for asset valuation, liquidation value can 
be ruled out immediately, on the ground 
that it has no significance to the going 
concern. Going-concern value and liquida- 
tion or cash value, however, become prac- 
tically synonymous in regard to “quick” 
assets. The assumption of the going con- 
cern is an important postulate in general 
accounting. As applied to asset valuation, 
it means that the proper value of assets to 
the company holding them is not what those 
assets might be worth to others or what 
they would bring at the moment on the 
market. As possible general bases for asset 
valuation, either replacement value or cost 
may express going-concern value.** 

The distinction between replacement val- 
ue in terms of a catalog of individual as- 
sets and the value of the particular enter- 
prise as a whole is important. This is noted 
here for the purpose of pointing out that 
as soon as liquidation value of assets is 
ruled out as a general principle of valua- 
tion, the inventory of individual asset val- 
ues remains with a few exceptions of sig- 
nificance only to the owning company—the 
going concern. Nevertheless, up to the pres- 
ent time the balance sheet has been the 


subsidiary companies.” Since this corporation is- 
sued a part of its capital stock for cash and there 
were market values of the securities of subsidiaries 
acquired, it would appear that a more reasonable 
indication of cost could have been found. 

* The distinction between “going-concern value” 
in accounting and in rate-regulation cases is obvi- 
ous. The accountant simply uses the term as op- 
posed to liquidation values. It does not include 
goodwill or the hypothetical cost of building up 
the business. 


financial statement of first importance. The 
income sheet has been neglected or even en- 
tirely omitted from consideration. Now 
emphasis is swinging in the other direction, 
and the balance sheet is to be relegated to 
the position of second importance. It has 
even been suggested that the balance sheet 
of the future may be reduced to “a half- 
dozen lines on each side.””* This is a salu- 
tary tendency, since it expresses a recogni- 
tion that the balance sheet is fundamen- 
tally a poor instrument for indicating the 
value of an enterprise. 

The position here is that the value of the 
enterprise in terms of a compilation of as- 
sets is of little if any significance to the 
going concern and to the investors therein. 
It is further believed that such terms as 
“net worth” and “financial condition” 
(when value is understood) have put the 
public and many accountants on the wrong 
track. The primary purpose of accounting 
is implied in the term “accounting” itself 
—recording the capital originally invested 
and subsequently added thereto, periodical- 
ly determining the net income derived from 
the use of the assets in which that capital 
is invested, and finally at the end of each 
such period presenting a new inventory 
giving the status of the capital invest- 
ment.** Such a definition can be interpreted 
as calling either for modification of cost 
or for replacement cost as a general basis 
of revaluation for plant. The remainder 
of this article is given over to a considera- 
tion of the extent to which market values 
of assets demand explicit recognition in 
the accounts and on the balance sheet. 


DIFFERENT BASES OF VALUATION FOR 
DIFFERENT ASSETS 


The German writer, Scheffler, distin- 
guished two main categories of assets— 
fixed and salable—and held that different 
value concepts should prevail for them. 
The valuation of fixed assets “is of contin- 


™“ Hoxsey, op. cit., p. 8. See also Henry Morgan, 
“Auditors and Profit and Loss Accounts,” The 
Accountant, London, March 5, 1932, p. 303. 

% On this point, see C. B. Couchman, The Bal- 
ance Sheet, New York, 1924, p. 202. 
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ued interest only to the owners,” while that 
for salable assets “is of interest to others 
besides the owners.” Therefore, original 
cost and selling value are, respectively, the 
preferable valuation bases.** That two or 
more coincident bases of asset valuation 
are possible and desirable is nothing new, 
at least in England and the United States. 
The following is taken from a recent pro- 
nouncement by one of England’s foremost 
authorities :** 


There is this to be said in support of the 
present principles for which balance sheets 
are drawn up, namely, that a balance sheet 
reflects in the main, matters of fact and not 
matters of opinion. Fixed assets appear at 
what they actually cost the company less what 
has been written off in respect of wear and 
tear or obsolescence or by special appropria- 
tions from profits in pursuance of a conserva- 
tive financial policy; and floating assets which 
are in a continuous process of realisation ap- 
pear at not more than what they are expected 
to realise ultimately. 


An accounting authority of corresponding 
eminence in the United States has written :"* 


As a rule fixed assets are “value” at cost, 
less depreciation. . . . Current assets usually 
are not all valued on the same basis. Cash, ac- 
counts and notes receivable, and prepaid items 
are stated at realizable values. Inventories 
are usually valued at so-called market prices 
if the market is lower than cost. 


There is thus nothing inherently inconsist- 
ent in using different bases of valuation for 
different assets in the same balance sheet 
prepared on a going-concern basis.’® How- 
«ver, in recent years there has been a feel- 
ing that the practice is inconsistent—that 
market values are desired throughout. 
There has also been considerable confu- 


* As referred to by W. Weigmann, “Legal and 
Economic Concepts of the Balance Sheet in Ger- 
many,” AccountTinG Review, Chicago, June, 1932, 

103. 

* Lord Plender, op. cit., p. 208. 

*R. H. Montgomery, Auditing Theory and Prac- 
tice, Third Edition Revised, v. 1, New York, 1922, 

4. 
* Of course the use of market value or liquida- 
tion value has special significance in certain balance 
sheets, such as those to be used in reorganization, 
in the “statement of affairs,” and so on. 
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sion regarding the application of different 
valuation bases. The position here is that 
the nature of assets in relation to the pur- 
pose of accounting logically calls for two 
different bases of valuation, and further 
that confusion in the application of these 
bases has arisen from the mistaken assump- 
tion that the logical division of assets ac- 
cording to current and fixed yields is an 
equally logical division for purposes of 
valuation. 

Scheffler’s distinction between assets 
whose valuation is “of continued interest 
only to the owners” and those whose valua- 
tion is of interest to other than the owners 
provides a good starting point for analy- 
sis of the problem. Investors take a long- 
term view. Outsiders, principally the cur- 
rent creditors, are interested only in the 
short run. Thus the investors will be inter- 
ested primarily in the basis of valuation 
which is most significant in the long run; 
the outsiders are interested only in current 
values. A classification of assets according 
to Scheffler’s distinction might be made 
somewhat as follows: 


Valuation of primary 
interest only to the 
corporation and the 
principal investors 
therein (stockhold- 
ers and bondhold- 
ers) 


Valuation of interest 
to others 


Goodwill, purchased _ Finished goods 


Other intangibles Short-term invest- 
Deferred charges ments 

Land Receivables 

Wasting assets Cash 


Depreciable plant 
and equipment 

Permanent invest- 
ments and special 
funds 

Raw materials 
work in process 

Supplies 

Prepaid expenses 


and 


A common distinction between current 
and fixed assets is that between assets “in 
which” and those “with which” the busi- 
ness operates. For instance, the term cur- 
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rent applies to “those assets employed in 
and comprising a necessary part of the 
trading or operating cycle of an enterprise, 
as opposed to those assets with which an 
enterprise operates.””? The American In- 
stitute of Accountants, Committee on 
Terminology, has defined current assets as: 


Cash, accounts and notes receivable from 
outsiders, and inventories of stock-in-trade, 
which in the regular course of business will 
be readily and quickly realized, together with 
such additional assets as may readily be con- 
verted into cash without impairing the busi- 
ness or enterprise, e.g., marketable securities 
other than those held for purposes of control, 
notes or accounts receivable from officers, 
stockholders, or employees.”* 


There are really only two fundamental divi- 
sions of assets—fixed and current—which 
divisions correspond roughly to the econ- 
omist’s distinction between fixed and cir- 
culating capital.” 

In published financial statements “cur- 
rent assets” are almost always grouped to- 
gether and a subtotal displayed.” It is safe 
to say that this recognition of the current 
group of assets has been for the convenience 
of the current creditor, particularly the 
banker, who is so vitally interested in the 
immediate financial condition of the enter- 
prise. The majority of accountants and 
the majority of bankers, nevertheless, have 
never been quite able to agree on just what 
should be included under current assets™ 


2 Anson Herrick, “What Should be Included in 
Current Assets,” The Journal of Accountancy, New 
York, January, 1932, p. 51. 

*% Accounting Terminology, New York, 1931, p. 
12. 

= Circulating capital or floating capital has been 
authoritatively defined for accountants as “capital 
invested in current assets.” Ibid., p. 31. 

Out of 294 balance sheets examined only 13 
did not ge and total together all current assets 
or at least all quick or liquid assets. 

“See, for example, “Report of Committee on 
Cooperation with Public Accountants,” The Robert 
Morris Associates Monthly Bulletin, November, 
1930, p. 174. Herein, bankers and several account- 
ing authorities, including J. J. Klein, R. H. Mont- 
gomery, W. B. Campbell, and F. N. Hardman, dis- 
cuss such questions as the inclusion in current as- 
sets of prepaid expenses and employees’ and offi- 
cers’ notes and accounts receivable. The confusion 
of current and of quick or liquid assets by bankers 
is apparent. 


and just what basis of valuation should ap- 
ply to certain of them. For one thing the 
banker pretty generally takes a liquida- 
tion-value standpoint, whereas the account- 
ant emphasizes the going-concern view- 
point. The former view calls for market 
value, the latter does not necessarily do 
so. Furthermore, the banker assumes that 
current assets should be to fixed assets as 
current liabilities are to fixed liabilities. 
The situation is well stated in the follow- 
ing:* 

The most noticeable feature of these state- 
ments is the lack of uniformity in the classi- 
fication of accounts under the heading, current 
assets; particularly the failure to differen- 
tiate between current assets and quick assets.” 
The standard definition of current assets is 
that the term includes any assets that are 
not fixed—in other words, any asset that was 
not acquired for the permanent use of the 
business. It is true that current liabilities are 
supposed to represent liabilities that will ma- 
ture within a year of the date of the creation 
of the obligation, but the mere fact that such 
a limitation is placed on the definition of cur- 
rent liabilities does not warrant a like as- 
sumption as regards current assets, and the 
division of assets under the two headings cur- 
rent and fixed is still proper. Current assets 
can be further subdivided under any of the 
classifications that might appear to be desira- 
ble. It is true that bankers have become care- 
less in the use of the terms, or probably never 
did give any thought to the differences be- 
tween current assets and quick assets, but 
this is no reason why accountants should 
break away from the standard classification 
of assets, current and fixed, with such sub- 
division as might appear to be proper in par- 
ticular cases. 


There is no particular objection to the 
restriction of the current classification as 
regards assets other than cash’ to those 


*°S. F. Racine in “Corporate Reports to Stock- 
holders,” The Certified Public Accountant, Wash- 
ington, March, 1933, p. 147. 

* Cf. R. H. Montgomery, op. cit., p. 75, “The 
current assets are called ‘quick’ or ‘floating’ or 
‘liquid’ or ‘working.’ ” 

**Cash which is to be used for the payment of 
obligations not included in current liabilities or 
which is destined for investment in fixed assets 
must, of course, be excluded. 
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which will normally be turned into cash 
within a year’s time. In fact, the practice 
affords a valuable comparison, and con- 
trary to the quoted statement there is rea- 
son to believe that accountants generally 
have adopted the one-year rule for current 
assets." Published financial statements 
sometimes exclude from current assets re- 
ceivables due beyond one year.” A two- 
year rule for current assets also has been 
given authoritative recognition.** The one- 
year rule rests on the standard fiscal ac- 
counting period of one year. 

The important point here is that the 
attempt to make the classification current 
assets correspond to current liabilities and 
also to include therein all items which are 
not classed as fixed assets has resulted in 
the application of unsuitable bases of valu- 
ation for certain items, particularly inven- 
tories, the valuation of which is normally a 
concern only of the corporation and not 
of outsiders. Kester notes that since cur- 
rent assets are those which must be looked 
to for the payment of current liabilities, 
they should theoretically be stated on a 
“cash basis.” But a cash basis or selling 
value for finished goods would involve the 
recognition of an unrealized profit, which 
violates principles of sound accounting.** 

Perhaps what is needed is the abandon- 
ment of the current ratio as an analytical 
device of first significance and the substitu- 
tion therefor of the quick ratio or “acid 
test.” This would call for display in the 
balance sheet of a subtotal for quick as- 
sets (cash, current receivables, and market- 
able securities) under the “current” cap- 
tion.*? 

A possible alternative to showing quick 
assets as a subdivision of current assets 
would be to exclude inventories and prepay- 


* See Montgomery, op. cit., p. 184. 

*See, for example, balance sheet of Union 
Carbide and Carbon Corporation (December 81, 
1980). 

»® Accountants’ Handbook, Second Edition, New 
York, 1982, p. 151. 

* Kester, op. cit., p. 124. 

* What amounts to practically the same thing 
would be to use “working assets” as a subdivision 
to include inventories, supplies, and prepayments. 
See Kester, supra, p. 81. 
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ments from the current classification, 
showing them as separate groups. Unfor- 
tunately the two-division or current and 
fixed classification of assets is broken down 
in practice anyway, and since the confu- 
sion of the terms “current” and “quick” 
is widespread, this alternative treatment 
might be more expedient than reviving the 
“quick asset” classification. Some corpora- 
tions, indeed, do exclude inventories from 
the current classification.* 

In summary, it may be said that as re- 
gards valuation, assets may be divided into 
two groups—one for which going-concern 
value is the logical basis and the other for 
which present cash value is the logical basis. 
The first group comprehends permanent 
investments and all assets representing 
unrecovered costs (including inventories) ; 
the second group comprises cash, receiva- 
bles, and investments of a temporary na- 
ture. Excluding outside and permanent in- 
vestment of capital, the line between the 
two categories is that one dividing items 
which will affect the income of future ac- 
counting periods—all prepaid expenses of 
future operations—and items which rep- 
resent repositories of liquid funds, ordi- 
narily existing as a result of past opera- 
tions. The conception of a continuous flow 
of capital funds through assets, always 
tending toward cash, is helpful to an ap- 
preciation of the distinction. In the nor- 
mal operation of a business cash is the be- 
ginning and the end of all business transac- 
tions. 

The primary purpose of accounting is to 
measure income, and income is the differ- 
ence between cost and revenue. It follows 
that the valuation basis for assets which 
represent future expenses should be actual 
cost. When unrecovered costs which are 
also deferred charges to future operations 


* See, for example, balance sheets of the Stand- 
ard Oil Company (New Jersey) (December 31, 
1931), Texas Gulf Sulphur Company (December 
31, 1931), Cutler-Hammer, Inc. (December 31, 
1931, which shows a further subtotal of inventories 
with “current assets”), and Miami Copper Com- 
pany (December 31, 1931). 

“Something more than cost is desirable for in- 
vestments representing permanent holdings of the 
capital stock of other corporations. 
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are set up on the books at appraised val- 
ues, either higher or lower than actual cost, 
expense in subsequent accounting periods 
until such unrecovered costs have been 
properly charged against revenues will re- 
flect to a certain extent fictitious amounts 
rather than actual cost. This applies to in- 
ventories (when based on the popular “cost 
or market” formula) and to buildings, 


A WORD FROM 


T NO TIME inits history has the Ameri- 
A can Association of University In- 
structors in Accounting had as 
many opportunities for constructive serv- 
ice as it has today. The business world 
has crossed the threshold of a new era; 
business practices are changing swiftly and 
decisively. Many new and complex prob- 
lems have arisen; additional problems will 
doubtless continue to arise. Accounting 
practice, properly developed, will contrib- 
ute much to the solution of these problems 
and the place of the accountant in the new 
era will be as high as he has the will to 
make it. 

If the situation confronting the account- 
ant is to be adequately met, there is much 
to be done. Accounting principles must be 
re-examined and re-stated; accounting ter- 
minology must be reviewed and standard- 
ized; audit practice must do more for the 
protection of the investing public; cost ac- 
counting must be developed to meet the re- 
quirements of associative activity under 


equipment, and intangible plant assets, 
such as patents. In short, it is not “con- 
servative” to write down the balance sheet 
valuations of depreciable and amortizable 
assets below bona fide cost inasmuch as this 
results in showing a portion of future ex- 
pense (depreciation and amortization) at 
less than actual cost, thereby inflating 
profits. 


THE PRESIDENT 


codes; bank accounting must contribute to 
the re-establishment of the bank to its 
proper place in the eyes of society; tax ac- 
counting must assist in the honest equaliza- 
tion and distribution of the tax burden; 
municipal accounting must simply and ac- 
curately portray the activities of Govern- 
ment; accounting philosophy must include 
a consideration of higher business ethics. 

In the development of accounting theory 
and practice up to these requirements, this 
Association should play an important part. 
We have come through the depression in 
reasonably good shape. We have able and 
devoted members. We have active and in- 
telligent committees. In the Accounting 
Review, we have capable editorship and an 
effective medium of expression. What we 
need is 100 per cent membership and 100 
per cent participation of members in our 
activities on the part of University ac- 
counting teachers. This Association and its 
members cannot afford to merely stand by 
in times like the present. 

James L. Dour 


tion, 
ifor- 
and 
lown 
nfu- 
ick” 
ment 
r the 
ora- 
from 
re- 
into 
cern 
- for 
asis. 
nent 
ting 
es) ; 
na- 
t in- 
the 
tems 
ac- 
s of 
rep- 
yrdi- 
era- 
flow 
vays 
ap- 
nor- 
» be- 
sac- 
is to 
ffer- 
lows 
hich 
tual 
are 
ions 
tand- 
r $l, 
mber 
31, 
ories 
Com- 
r in- 
f the 


ASPECTS OF ASSET VALUATIONS 


A. Paton 


of asset valuation for purposes of ac- 
counting it will be helpful to preface 

the discussion by calling attention to the 
fact that most of the so-called assets of 
the typical enterprise, particularly in the 
industrial field, fall into two main groups. 
On the one hand are the more or less liquid 
funds of the enterprise as represented by 
bank accounts, accounts and notes receiva- 
ble, government bonds, and other types of 
claims to dollars. On the other hand are the 
commitments in technical cost factors, both 
current and long-term, in the form of in- 
ventories, structures, and equipment. There 
are also, it may be noted, two supplemen- 
tary kinds of assets, in general much less 
important to the accountant than the prin- 
cipal groups. These are: (1) investments in 
affiliated companies and other forms of se- 
curities held for other purposes than as 
reservoirs of current funds; (2) the in- 
tangibles values, the excess, if any, of the 
value of the entire enterprise as a going 
concern over the sum of the more specific 
and independent assets listed individually. 
The problem of valuation in the case of 
the first group of assets presents no very 
serious difficulties in the field of the account- 
ant’s interest. Cash in the form of actual 
money or demand claims for dollars has a 
constant nominal value, aside from the 
question of the dependability of the de- 
pository. Short-term receivables such as 
notes and accounts likewise have a constant 
dollar value, aside from the question of 
implicit interest or discount involved where 
the question of immediate liquidation value 
is pertinent and the further question of the 
integrity and ability of the payer. The 
first of these complications is usually ig- 
nored in accounting for receivables, except 
to the extent that explicit contractual in- 
terest is involved, and it is to be doubted 
if feasible means for the recognition of the 
implicit difference between immediate real- 
izable values and stated amounts due are 


T ATTEMPTING to outline the problem 


available to the accountant in most cases, 
even if it be assumed that such recognition 
would be desirable as a matter of princi- 
ple. The second complication is dealt with, 
on the whole satisfactorily, through the 
device of establishing liberal allowances for 
bad debts. In the case of long-term receiva- 
bles, such as government bonds, the ques- 
tion is rendered somewhat more involved by 
the presence of the time factor. Changing 
interest rates may create a marked diver- 
gence between immediate realizable value 
and the stated amount collectible on due 
date. Likewise a change in the degree of 
certainty attaching to ultimate payment 
as agreed may bring about a more or less 
wide and fluctuating difference between 
realizable value and expressed number of 
dollars. In the case of highly marketable 
dollar securities, further, numerous special 
factors may cause temporary price move- 
ments. In all of these situations—and re- 
gardless of whether the receivable was ob- 
tained by loaning or investing the stated 
number of dollars or by some other means 
—there is justification for holding that 
consideration must be given to known real- 
izable values in those cases in which an ef- 
fort is being made to display current posi- 
tion in terms of the number of dollars ac- 
tually available or to be relied upon. This 
may be done by setting up modifying valua- 
tion accounts, by special references or foot- 
notes in statements, or by direct revision, 
periodically, of recorded values. 

With respect to investments in affiliated 
companies and other types of holdings 
which do not represent primarily reservoirs 
of liquid funds, it is not obvious that regu- 
lar consideration must be given to fluctuat- 
ing realizable values, when such happen to 
be known. In general it would seem to be 
legitimate to permit the original cost fig- 
ures to stand as recorded, except and until 
extraordinary changes or special condi- 
tions arise which would make the continued 
use of cost values definitely misleading. At 


ases, 
ition 
‘inci- 
with, 
the 
s for 
eiva- 
ques- 
ed by 
iging 
liver- 
value 
1 due 
ee of 
ment 
r less 
tween 
er of 
stable 
pecial 
move- 
id re- 
is ob- 
stated 
means 
that 
real- 
an ef- 
posi- 
rs ac- 
. This 
valua- 
foot- 
vision, 


iliated 
Idings 
rvoirs 
regu- 
ctuat- 
pen to 
to be 
st fig- 
d until 
condi- 
tinued 
ng. At 


Aspects of Asset Valuations 123 


all times, of course, it is entirely proper and 
appropriate, in published reports, to call 
attention to any wide differences between 
recorded figures and existing prices or 
realizable values. With respect to intangible 
assets, the second of the supplementary di- 
visions mentioned above, it will suffice to say 
here that the problem of ascertaining the 
purchase and sale value of the enterprise as 
a whole as a going concern, and of isolating 
that part of such total, if any, which can- 
not reasonably be assigned to tangible fac- 
tors, is a special valuation problem which, 
although of undoubted interest and impor- 
tance to the accountant, does not regularly 
fall to his lot as a part of his task of keep- 
ing proper accounts and preparing ade- 
quate periodic reports. 

Reference having been made to the 
fringe of valuation problems which are, in 
general, of lesser importance to the ac- 
countant, attention may now be directed to 
the field of valuation which has been the 
center of interest, especially in recent 
years. It is with respect to the value of the 
technical cost factors that most of the 
discussion and controversy has developed, 
and it is particularly in this field that the 
appraiser has been active and has wrought 
out ideas and techniques which are worthy, 
at the least, of careful consideration. 

Technical factors acquired to facilitate 
production are recorded by the account- 
ant, in the first instance, on the basis of 
the cost incurred. This is the inevitable 
procedure, first, because cost measures the 
actual outlay or commitment in cash or 
equivalents and the accountant cannot es- 
cape the task of reporting what has hap- 
pened, and, second, because cost can be as- 
sumed at least to approximate effective eco- 
nomic value, in the particular situation, for 
all those cases in which the two parties or 
interests concerned can be said to act with 
reasonable fairness and intelligence in the 
light of the economic circumstances obtain- 
ing. It should be noted in this connection 
that the original treatment of fixed-asset 
costs—those bundles of anticipated, hoped- 
for services which are acquired in the sec- 
ondary form of structures and equipment 


—is on precisely the same basis as the 
treatment of materials and supplies or cur- 
rent services such as ordinary labor. 

Having set up the technical factors in 
our records on the basis of dollar costs the 
question arises, under what circumstances, 
if ever, is it necessary to revise the basis 
of valuation prior to the ultimate disposi- 
tion of the item involved? Again the mat- 
ter becomes serious primarily in those cases 
in which the time factor is prominent. The 
values of those current materials or serv- 
ices which are acquired, utilized, and as- 
signed to revenues or deemed to be losses 
within a single fiscal or accounting period 
can, as a practical matter, be assumed to 
be constant throughout their ephemeral ex- 
istence in the enterprise. It is true that 
the cost values of such factors on the mar- 
ket may vary more or less during the in- 
terval of their potency, but it is hard to 
see that any reasonable need or interest can 
be better served by attempting revision of 
the original charges, especially in view of 
the limited short-run effect of changing 
costs in many lines and the difficulties in 
the way of changing programs of operation 
materially during a single period. 

In the case of those relatively current 
factors which are assigned to inventories 
and embodied therein are carried over as 
assets to a succeeding period there is some- 
thing to be said for revision, either where 
the recorded cost values have been under- 
mined by falling market costs or have been 
eclipsed by advancing prices. It is here that 
the problem of inventory valuation arises, 
and it is much too big a topic to attack 
in this connection. I would like to say, 
however, that it seems to me that the mat- 
ter of realizable values as associated with 
the preparation of the balance sheet has 
been unduly emphasized in the case of the 
inventories. As I have tried to suggest, in- 
ventories are in general not very closely 
allied to those current assets such as cash 
and receivables representing liquid funds 
in the form of claims to dollars. Inventories, 
particularly in industrial plants, are sub- 
stantially nothing more nor less than ag- 
gregates of cost factors which will be real- 
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ized through the completion of the process 
of production. “Cost or market, whichever 
is lower” and related devices—quite aside 
from their numerous other weaknesses— 
represent a somewhat unreasonable at- 
tempt to portray an amalgam of costs, not 
yet brought to fruition, as liquid funds. 
When it is more fully appreciated that the 
conventional balance sheet includes a mass 
of costs which have little or no relation to 
realizable values and immediate liquid posi- 
tion, and the effort to cast the entire figure 
of financial standing into the lines and fea- 
tures conventionally desired by the com- 
mercial banking fraternity is abandoned, a 
long step toward better accounting prac- 
tice will have been taken. Perhaps the solu- 
tion lies in a separation of the present bal- 
ance sheet into two distinct parts or state- 
ments, one of which shows the current 
claims for dollars and the available dollar 
funds with which to meet them and the other 
of which shows the commitments for the 
technical factors of production. 

By easy stages we have now isolated the 
question of the revaluation of the long- 
term cost factors such as are typified by 
the general terms structures and equip- 
ment. In this connection I should like first 
to distinguish between the process of order- 
ly depreciation or amortization and reval- 
uation. Basically systematic extinguish- 
ment does not constitute revaluation. As 
was stated above, the essential thing that 
is obtained when buildings and equipment 
are erected or otherwise acquired to facili- 
tate the purposes of operation is not the 
physical plant but the services it is ex- 
pected that such plant will render. And at 
bottom depreciation accounting consists 
merely in the effort to charge the cost of 
such services—like other costs applicable 
—to revenues in a systematic manner, 
either via manufacturing costs and inven- 
tories or directly, as circumstances dictate. 
It is true that there is plenty of room for 
dispute as to precisely how this shall be 
done, period by period, particularly in view 
of the uncertainty as to the extent of the 
services which will ultimately be received as 
a result of particular commitments, but 
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this does not alter either the purpose or the 
essential character of the procedure. 

Revaluation, then, properly refers not 
to systematic transfer of costs from the 
asset category to revenue charges, but to 
the changing of the original basis of re- 
cording. Revaluation of plant assets for ac- 
counting purposes involves the substitu- 
tion of new values for the original cost fig- 
ures. And the question now becomes, under 
what circumstances, if ever, is revaluation 
in this sense justified, and what are the 
proper substitutes for costs under such 
conditions, if they arise? 

In the first place it must be admitted 
that in the case of the insolvent enterprise, 
or the enterprise which is facing liquidation 
and complete termination of activity for 
any reason, cost values have little signi- 
ficance. In all such cases the substitution of 
estimated realizable values or the modifica- 
tion of costs in such manner as to show 
such values is clearly indicated for state- 
ment purposes. Even here, however, it may 
be desirable to retain cost values in the 
ledgers until date of actual disposition, ex- 
cept perhaps in situations where the liqui- 
dation period may be expected to be long 
drawn out. 

A somewhat related situation arises, in 
the going concern, whenever a particular 
unit or section of property has through 
obsolescence or any other cause lost the 
power of functioning effectively. In other 
words, assets which are clearly marked for 
scrapping in the immediate future, or which 
cannot be expected to yield further signifi- 
cant service even though allowed to remain 
intact, have a value not greater than net 
salvage with a small addition in some cases 
for the discounted value of any incidental 
or possible services which may still inhere 
therein. And when such conditions become 
apparent a radical downward revision of 
recorded values would seem to be fully jus- 
tified. 

Many of the adjustments of plant assets 
in recent years have in part at least been 
based upon this type of situation. Numer- 
ous business concerns have found them- 
selves in possession of items of plant prop- 
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erty which had ceased to function and with 
respect to which restoration to use seemed 
highly improbable. In such circumstances, 
evidently, the retention of cost values in 
the records, thereby implying the expecta- 
tion of continued service and orderly ex- 
tinguishment against revenues, is subject 
to serious objection, and concerns which 
have eliminated such assets from their ac- 
tive accounts, or have written them down 
to modest estimates of net liquidation val- 
ues, in a well-calculated and clear-cut man- 
ner, are not to be censored for such ac- 
tion. 

This leads to the general problem of 
overcapacity in relation to recorded val- 
ues. Assuming that all plant assets are of 
reasonably modern type and that all items 
of plant can be expected to be continued 
in use should recorded values be adjusted 
in view of a reduced level of activity and 
output? In the case of a factory building, 
for example, should some other basis for 
value be substituted for cost because the 
structure is housing fewer employees and 
a curtailed program of operation? 

In considering this question care must 
be taken in the first place to distinguish 
between seasonal and other short-term 
fluctuations and what appears to be an es- 
tablished and long-run change. It is fairly 
obvious that the basic value of plant should 
not be shifted up and down in terms of the 
more or less rhythmic variations in activ- 
ity, although the rate of depreciation or 
exhaustion may reasonably keep pace with 
such variations in all cases in which it is 
feasible to introduce the element of output 
into the calculations. 

Where a long-run contraction of opera- 
tions appears to be established the case for 
adjustment of plant values has some merit. 
The initial value or cost of plant property, 
it has been pointed out, may reasonably be 
viewed as the price, paid in advance, of 
a series of anticipated services. Assume 
now that it becomes clear that fewer serv- 
ices are to be received than were antici- 
pated, does it not follow that a portion of 
the basic value should be amortized? Un- 
doubtedly there is logic in an affirmative 


answer, but nevertheless there are a num- 
ber of practical objections to such a con- 
clusion. First, how can we be even reason- 
ably sure, in the case of otherwise sound 
plant assets, that a long-run restriction of 
use has become established? Second, how 
is the loss of anticipated services to be sat- 
isfactorily measured, especially in view of 
the uncertainty as to the volume of serv- 
ices to be received when the property was 
acquired? What is a normal rate of ac- 
tivity? A commitment in plant assets is 
actually based on cost, and although cost 
can be conveniently and rationally con- 
ceived as the present price of a series of 
future services the buyer is seldom if ever 
in a position to prepare a dependable 
schedule of such services. Plant assets, in 
other words, are acquired on faith. In gen- 
eral the buyer has the right to expect or 
at least to hope that the commitment will 
yield both a return of the capital employed 
and a return on such capital, but there is 
no contract involved, and it is clearly a 
speculative venture. Third, if curtailment 
of operations involves the necessity for re- 
ducing plant values it would appear that 
the development of a more intensive use 
than was expected would require write-up 
of basic values, and as far as I know no 
one has ever advocated revaluation of 
buildings and equipment upward solely be- 
cause of expanded use of such facilities. 
All in all the case for substituting some 
other basis of value for cost in the case of 
standard assets which are being continued 
in use solely because of change in intensity 
of use does not seem to be very strong. And 
with respect to overcapacity it may be re- 
marked that in any event the adjustment 
which can be most strongly defended in- 
volves not a shift from cost to some other 
basis but recognition of the expiration of 
an element of cost due to the fact that the 
services for which payment had been made 
would not be forthcoming. That is, the ad- 
justment might well take the form of an 
appropriate increase in the allowance for 
depreciation, accompanied by a consistent 
change in the rate of extinguishment for 
the future—a procedure which certainly 
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does not involve a repudiation of cost as a 
basis for recorded values. 

Of course it must be admitted that unit 
depreciation costs in the case of a concern 
whose plant is overbuilt in view of the vol- 
ume of its business are not likely to repre- 
sent theoretically effective costs of produc- 
tion. But how are such effective costs to 
be measured and just what would they mean 
to the operating management or to anyone 
else concerned assuming that they might 
be ascertained? Undoubtedly there is force 
in the proposition of the economist to the 
effect that cost must be reckoned with, in 
the long run, as a price-influencing factor. 
And there is also force in the subordinate 
doctrine that potential cost or replacement 
cost is likely to be more potent in this re- 
gard than cost already incurred. Neverthe- 
less it must be remembered, first that the 
operating expenses of the particular con- 
cern in which the accountant is interested 
will not as a rule be the focal point in price 
determination, and, second, that the influ- 
ence of the depreciation charge upon price 
is obscure and not susceptible of statistical 
isolation. I doubt if much is to be gained 
for the owners or managers of an enter- 
prise, in the direction of greater insight 
into and effective control of operations, by 
means of efforts on the accountant’s part 
to modify the depreciation charge because 
of long-run contraction or expansion of 
activity. 

Let me refer now to the much more diffi- 
cult matter of price level. Pushing into the 
background the questions of premature re- 
tirement and overcapacity, what steps are 
required of the accountant in the event that 
there is a marked change in construction 
costs and prices generally? At the outset I 
wish to recognize the distinction, in princi- 
ple, between the index of the price level as 
a whole—often referred to as the value of 
money—and the index of replacement costs, 
especially as applicable to the particular 
enterprise. Revaluation on a general price 
level basis in one sense involves a strict 
adherence to cost, but cost conceived as 
purchasing power rather than as a specified 
number of dollars. A continuous revision 
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of plant values on this basis would require 
regular adjustment, up or down, as the 
case might be, of the heterogeneous mass of 
original dollar costs in terms of purchasing 
power or the value of money. Revaluation 
on a cost of replacement basis, on the other 
hand, virtually ignores the problem of the 
value of money and seeks to substitute for 
recorded costs an amount which would fair- 
ly represent the cost of the same or simi- 
lar facilities conceived as acquired current- 
ly. At the same time it is obvious that the 
two approaches, while differing in concep- 
tion, have much, intrinsically, in common. 
Particularly in the case of the large con- 
cern, with a far-flung and complex array 
of plant assets, do we find that changes in 
construction and acquisition costs usually 
correspond in considerable measure to the 
movements in the value of money as ex- 
pressed in indexes of prices in general. It 
is partly for this reason that the considera- 
tions which have been adduced by Sweeney 
and others in support of the use of the 
value-of-money basis for revaluation of 
plant assets, although having a logical eco- 
nomic basis and being worthy of careful 
attention, are not very convincing when 
viewed realistically. Further, the cost of 
replacement approach has achieved con- 
siderable legal and institutional standing, 
particularly in the field of valuation for 
rate-making purposes, and a_ practical 
technique for dealing with it has been 
worked out, on the accounting as well as 
on the engineering side. Still further, as- 
suming that we must revalue is it not ad- 
visable to make the adjustments in terms 
of what appears to be the manner in which 
economic conditions are impinging upon the 
particular enterprise rather than in terms 
of the general price level? It must also not 
be forgotten that our legal institutions care 
nothing for purchasing power and treat all 
dollars, regardless of changing price levels, 
as equivalents. And the accountant, called 
upon to report and trace the effects of a 
maze of specific legal relationships and con- 
tracts, cannot ignore the legal structure, 
and hence is circumscribed and harassed in 
his efforts to become a statistical economist. 
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At any rate, for the purpose of this dis- 
cussion I shall assume that revaluation on 
a cost-of-replacement basis is in general 
quite as defensible as revaluation on a val- 
ue-of-money basis and has, at bottom, 
much the same line of justification. 

From a balance-sheet standpoint there 
is not much to be said for revaluation on 
a cost-of-replacement basis of plant assets, 
particularly specialized depreciable assets,* 
even in a period of rapidly changing prices. 
As I stated earlier, the balance-sheet fig- 
ures cannot be expected to show realizable 
values in the case of plant assets and as 
expressions of cost incurred it is hard to see 
any advantage in current estimated costs 
over actual dollar costs for balance-sheet 
purposes. In fact a footnote or a careful 
reference to the changing situation is as 
valuable as the adjusted figures themselves. 
On the other hand I see no serious objec- 
tion to the introduction of careful estimates 
of replacement costs in the balance sheet 
provided it is done—as is almost never the 
case—in a proper manner, and this should 
mean, among other things, that the extent 
of the adjustment is clearly displayed. 

With respect to the income sheet the 
matter simmers down to the question, what 
if any advantage can be gained by adjust- 
ing depreciation charges from time to time 
to a replacement cost basis? Obviously 
there are some complications involved in 
any tinkering with depreciation charges 
which results in charging more or less than 
dollar cost to revenues. Care must be taken 
to preserve a record of legal income, and 
this involves giving attention to the ques- 
tion of “realized” and “unrealized” appre- 
ciation or decrement, as the case may be. It 
is often urged that operating costs will be 
more accurately stated, in the light of cur- 
rent economic conditions, if depreciation 
charges are on a replacement cost basis. 
This is a point upon which it is very diffi- 
cult to reach a conclusion in which one can 
have full confidence. I have already men- 
tioned certain angles of the relation of 

*The limits of this paper compel me to ignore 


the special questions arising in connection with 
revaluations of land and other natural resources. 


costs and selling price, and my time does 
not permit elaboration of this phase of the 
problem. No doubt depreciation cost on a 
historical cost basis fails to represent effec- 
tive cost in all cases where price swings are 
very pronounced and persistent. It is also 
often urged that, in a period of advancing 
prices, depreciation charges to operation 
should be increased so as to put the brakes 
on dividends and insure the retention in 
the business of funds sufficient to meet the 
cost of replacement when date for actual 
replacement finally arrives. This point is 
not overly impressive in view of: (1) the 
difficulties and expense in the way of esti- 
mating replacement costs periodically; (2) 
the uncertainty as to what actual replace- 
ment, if made, will cost; (3) the fact that 
no depreciation account as such will in- 
sure revenues from customers sufficient to 
cover either actual or estimated replace- 
ment cost; (4) the fact that it is usually 
inexpedient in industrial enterprise at any 
rate to accumulate over a long period ac- 
tual cash funds to take care of replace- 
ment; and (5) the possibility of maintain- 
ing a conservative dividend policy without 
the periodic revamping of depreciation 
charges. Again it should be recognized, 
however, that if dependable replacement 
cost data are made regularly available to 
the accountant, it is possible for him to 
revise depreciation charges and related 
elements in a manner which does no violence 
to the other needs and purposes of account- 
ing, and which may throw additional light 
on the operating process. 

One of the things which tends to discour- 
age hopes of the possibility of improving 
accounting via the route of revaluation of 
fixed assets is observation of the way in 
which revaluations are handled in actual 
practice. The revaluations downward in re- 
cent years, for example, have in most cases 
been entirely unscientific and often arbi- 
trary in the extreme. Hundreds of concerns 
have been “putting their houses in order,” 
to the accompaniment of much felicitation 
on the part of the financial press generally, 
by making sweeping reductions in plant 
values. Not necessarily bad in itself the 
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movement has nevertheless shown little re- 
gard for either statistical method or ac- 
counting principle. The first step as a rule 
is a liberal slash in stated capital, the 
amount being credited to “surplus”; the 
second step is the determination of a lump 
sum of plant value—much less than the 
credit to “surplus”—which is then charged 
off; the net result often leaves the enter- 
prise with not only no deficit but with a 
convenient surplus balance. In setting up 
the blanket amount by which plant assets 
are to be written down there is some loose 
discussion of obsolete plants, price levels, 
water, past appreciation, and overcapaci- 
ty, but as a rule no effort is made to ana- 
lyze the plant account carefully and to set 
up a clear-cut basis of valuation. Often 
the management does not even consider it 
necessary to call in the appraiser (which 
you may say, perhaps, is just as well). 

In the foregoing outline I have implied 
that barring exceptional circumstances the 
cost basis of valuation, with all its limita- 
tions, is not seriously defective for account- 
ing purposes. These days of monetary tink- 
ering, however, may be the “exceptional 
circumstances” which justify our giving 
more attention to devices and methods de- 
signed to supplement, in a useful way, our 
present types of records. Changing price 
levels are of the utmost importance to the 
business enterprise as well as to the in- 
dividual. Almost every enterprise, whatever 
its particular field of endeavor, is inevita- 
bly speculating, to some degree, in the value 
of money. And the effect of its more or less 
involuntary speculation in money may out- 
weigh, in incidence upon financial position 
and true economic earning power over a 
period of years, the effect of business op- 
erations as such. What if anything can the 
accountant do in this connection to bring 
to light essential facts and facilitate sound 
administration? With respect to the day- 
to-day recording and presentation of cur- 
rent accounts, particularly those repre- 
senting claims to dollars, an automatic ad- 
justment to current legal dollars is of 
course taking place continuously. In the 
case of accounts such as those showing 
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plant costs a heterogeneous mass of dol- 
lars, of varying dates of origin, is accumu- 
lated and a weighted average slice of such 
diverse costs, in effect, is charged to op- 
eration in each period. What such a mass 
of costs means, in terms of current dollars, 
is an open question. On the whole there 
would seem to be little advantage in at- 
tempting to prepare entries, from day to 
day, by which all dollars flowing in and 
out of each account were identified and 
were converted into current dollars. In fact 
such accounting would be quite incorrect, 
as a substitute for our present procedures, 
in connection with all entries in account 
involving cash, receivables, and liabilities. 
What is needed, it seems to me, is the de- 
velopment of supplementary statistical 
procedures, quite outside of ledger tech- 
nique, which will attempt to answer spe- 
cial questions in which the owners and man- 
agers are or should be interested. A study 
might be made, for example, designed to 
portray the average cash balance over a 
period of years in terms of purchasing pow- 
er, and such a study, in conjunction with 
similar analyses of accounts payable and 
other elements of working capital, might 
serve to throw some light on the implicit 
profits and losses involved in working cap- 
ital position and assist in developing poli- 
cies of handling funds and incurring liabili- 
ties in relation to price trends. Similarly in 
connection with plant assets and deprecia- 
tion charges the conventional operating 
statements might well be supplemented by 
analyses on both replacement-cost and 
changing-money-value bases, for the pur- 
pose of assisting in formulating production 
policies and in the administration of in- 
come. We must not try to throw everything 
into the debit and credit mold. The ledger 
technique is a marvelous device but it lacks 
flexibility as a statistical mechanism and is 
subject to the limitations which flow from 
devotion to the task of displaying the ef- 
fects of actual legal transactions. The pres- 
entation of comparative balance sheets of- 
fers an especially attractive field for the 
use of index numbers by the accountant. 
In particular considerable light can be 
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thrown upon the underlying nature of sur- 
plus accumulation, as conventionally re- 
ported, by setting up a series of balance 
sheets in which all data are reduced to a 
common dollar denominator, preferably 
that of the last year. 

There is, of course, the added possibility 
that if the Roosevelt dollars prove to be 


sufficiently elastic, it will be necessary, in 
order to keep accounts which mean any- 
thing, to report all of those factors which 
do not in themselves register legal dollars, 
in terms of some form of gold standard 
money. But I am sure we all hope that it 
will not be necessary for us to essay this 
task. 


FRENCH ENTERPRISE UNDER INFLATION: 
A BALANCE SHEET ANALYSIS! 


Max J. WASSERMAN 


explain the effects of inflation upon 

business enterprise. The first main- 
tains that business profits by inflation due 
to the rise in prices which it engenders. To 
the normal profits the enterpriser adds the 
gains made by the increase in price of 
merchandise during the period of manufac- 
ture or stocking.? The second affirms that 
inflation is a grave danger to business, gut- 
ting enterprises of their working capital. 
Since many enterprisers do not, or because 
of competition, are not able to take the 
necessary precautions in the face of infla- 
tion, notably to sell on the basis of replace- 
ment costs rather than upon the cost of 
production or acquisition, the working 
capital of the firms gradually decreases as 
inflation follows its course.* The first of 
these two hypotheses has recently been at- 


Ts: oprosine hypotheses attempt to 


* Acknowledgments: The materials for this study 
were gathered in Paris while on a fellowship grant- 
ed by the Social Science Research Council } ail 
the years 1927-1929. The assistance of two excep- 
tionally able graduate students of the University 
of Illinois, Miss Vera Vicek and Mr. W. E. Folz, 
is gratefully acknowledged for much of the statis- 
tical work involved and for many helpful sugges- 
tions. 

* Among the many works presenting this point 
of view see, especially: Nicholson, J. Shield, Infla- 
tion. (London: P. S. King and Son, 1919), pp. 82- 
90; Keynes, J. M., Monetary Reform, chap. i; 
Mitchell, W. C., 4 History of the Greenbacks. 
(Chicago: University of Chicago Press, 1908), pp. 
380-392. 

*This general theme has been developed by a 
number of recent authors. For the German post- 
war inflation theory see: Fourgeaud, A., La Dé- 
préciation et la revalorisation du mark Allemand. 
(Paris: Payot, 1926), pp. 27-58; and also Giu- 
Stiniani, G., Le Commerce et Vindustrie devant la 
dépréciation et la stabilisation monétaire (Paris: 
Librairie Felix Alcan, 1927), pp. 66-75 and 107- 
119, who gives a mathematical development of the 
hypothesis. For the French post-war inflation see: 
Beaupére, L., Les Troubles Monétaires et la vie des 
entreprises. (Paris: Jouve et Cie, 1927), pp. 19-68; 
Pitois, M., Les Augmentations de capital dans les 
sociétés anonymes depuis 1914. (Paris: Librarie de 
Jurisprudence Ancienne et Moderne, 1926), pp. 36- 
89; Raffegeau, P. C., and Lacout, A., Etablissement 
des bilans-or. (Paris: Payot, 1926), pp. 34-43. 


tacked by a number of German and French 
accounting theorists who have attempted to 
demonstrate that the standard accounting 
calculation of profits does not give accu- 
rate results during periods of rapidly 
changing prices.* The second hypothesis is 
indeed most seductive, but, unfortunately, 
it has never been verified by a positive study 
of the facts.° The object of this study is to 
investigate quantitatively the extent to 


*A discussion of work of the French authors 
on this subject is given by Wasserman, Max J., 
“Accounting Practice in France during the Period 
of Monetary Inflation,’ Accountine Review, 
March 1931, Vol. v1, No. 1, pp. 1-32. 

*Gaston Giustiniani in his Le Commerce et 
Vindustrie devant la dépréciation et la stabilisation 
monétaire; Vexpérience allemande, PP. 65-75 and 
107-119, has attempted to verify this theory. The 
general tenor of M. Giustiniani’s argument, which 
is based upon a study of the balance sheets of 3,447 
German firms, is that since so many enterprises 
found it necessary to float large issues of stocks 
and bonds during the period, it is manifest that the 
need for additional working capital was felt. Un- 
fortunately this argument is not conclusive, M. 
Giustiniani presumes that bonds were issued large- 
ly for the creation of new row and equipment and 
stocks for additional liquid funds. The truth of the 
matter is that bonds were sold as long as the pub- 
lic would accept them and that later it became 
necessary to refinance through the use of stocks. 
It is a well-known fact, further, that frequently 
the proceeds of the issues of both bonds and stocks 
were used in Germany to finance additions to plant 
and to replace obsolete equipment. As will be seen 
later, many French enterprises sold large quanti- 
ties of bonds and stocks and much of the proceeds 
was used for the purpose of creating new plant. 
Marcel Pitois in Les Augmentations de capital 
dans les sociétés anonymes depuis 1914, pp. 27-67, 
analyzes the causes for the issue of securities by 
French enterprises during the period of inflation. 
Among other reasons M. Pitois cites: to replace 
obsolete equipment, to adapt the enterprise to the 
post-war market, replace capital in the devastated 
regions, to increase the productive capacities of 
enterprises to meet an expanding market, to con- 
centrate and consolidate some of the firms, to build 
up depleted working capital, to incorporate reserves 
in the capital structure, to refinance or make 
changes in the capital accounts. The fact that en- 
terprises seek additional capital on the security 
markets, therefore, may create a presumption in 
favor of the hypothesis which M. Giustiniani sus- 
tains, but it cannot be said to establish it definitely. 
This can be done only by proceeding to an analysis 
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which the one or the other of these theories 
found application in the French inflation of 
1919-1926 and to discover the net effects of 
inflation upon the financial position of 
French enterprises. It is hardly necessary 
to call attention to the fact that all the 
changes in the financial lives of the corpora- 
tions investigated are not imputed, in this 
study, to conditions brought about by in- 
flation. Several other factors such as recon- 
struction, tariffs, improved industrial tech- 
niques, have all played an important part 
in these changes. 

The data upon which this investigation 
is based consist of the balance sheets and 
profit and loss accounts of forty French 
corporation (société anonymes).° From 
these statements, as table 1 shows, certain 
significant items were selected. Since all 
of the items on the statements were cast in 
terms of paper francs, it was found advis- 
able to reduce some of them to their pur- 
chasing power. This deflation was accom- 
plished by dividing the paper franc values 
through by the official French index num- 
ber of general wholesale prices.’ Instead of 
showing the figures as absolute amounts, it 
was found more convenient to make some 
of them into index numbers. This was done 


by obtaining the average value for the 


of working capital itself from year to year. M. 
Giustiniani felt it sufficient to compute the per- 
centage of capital at the end of inflation as com- 
pared with it at the beginning and failed to take 
into account its detailed movement during the pe- 
riod. Had a more complete analysis of the financial 
statements been mae Giustiniani might possibly 
have been led to modify his conclusions. 

*The financial statements were obtained from 
the Société Etudes et de Statistiques Financiéres, 
31 rue de Rome, Paris. This house maintains a gen- 
eral financial information service of a high caliber. 

* The figures for this index are given on table 4. 
Had the coefficient of Franco-American exchange 
been used, some differences in the amplitude of the 
results would have been noted but the general con- 
clusions would not have been vitally affected. In 
general, it may be said that the level of French 
wholesale prices was higher than the coefficient of 
exchange, while its trend was somewhat less steep. 
The employment of the coefficient, therefore, would 
tend to give larger resulting deflated sums than 
the use of the index and to indicate a more favor- 
able position for the enterprises. On the other hand, 
the more rapid trend of this series would tend to 
cause the various elements to show a more rapid 
decline, or a less rapid rise. 


period 1919-1926 and then expressing the 
figure for each year as a percentage of this 
average value. Thus, with the exception of 
the percentage of net profits paid out in 
dividends and the current ratio (total 
working capital liabilities divided by total 
working capital assets), the figures given 
on table 1 are index numbers having the 
entire period as their base. Since the object 
of this study is to examine general tenden- 
cies rather than the financial results of 
individual corporations, an unweighted 
arithmetic average was computed for each 
item for the forty corporations included in 
the study and the results of this calculation 
are given on table 1. 

Table 2 shows the annual amount, repre- 
senting an average of the forty corpora- 
tions and given in millions of paper francs, 
of capitalization (capital stock plus 
bonds), net working capital (current as- 
sets minus current liabilities), and plant 
and equipment. On table 3 are given the 
net annual increase or decrease of each year 
over the previous year of capitalization, 
net working capital, plant and equipment; 
the amount of new plant financed each year 
from working capital funds ; the net annual 
increase in the gross working capital (net 
working capital plus the amounts which 
had been taken from it to finance new 
plant); the annual additions to working 
capital funds derived from the sale of se- 
curities; the natural growth of working 
capital (net working capital plus sums 
which had been taken from it for the con- 
struction of new plant and minus the sums 
which had been added to it from the sale 
of securities). All of these figures are given 
in terms of millions of paper francs and 
represent the average of the forty corpora- 
tions included in the study. The list of these 
corporations is appended to table 1.* 

* The data upon which this study is based do not 
permit the results and conclusions to be stated as 
conclusively proved facts. In the first place the 
sample used is small and therefore not entirely 
representative. Then it is impossible to have com- 
plete confidence in the published statements of 
French corporations. The untrustworthy character 
of these statements is due in part to the fact that 


the books of most French corporations are not 
audited by an independent firm of public account- 


| 
| 
| 
| 
| 
| 
| 


132 The Accounting Review 


With the exception of the years 1920 
and 1921, the net profits, in terms of paper 
francs, showed a steady increase, more than 
doubling over the period. In terms of pur- 
chasing power the increase was approxi- 
mately thirty-five per cent. The profits 
thus shown have been calculated by the use 
of standard accounting methods. Had they 
been determined by one of the inflation ac- 
counting techniques advocated by French 
and German theorists, they would have 
been probably smaller.? From the point of 
view of profits, then, it may be concluded 
that the French enterprises were able to 
make a good showing during inflation. 
There was a small increase in the percent- 
age of net profits paid out in dividends; it 
rose from fifty-two in 1919 to fifty-eight in 
1926. There was also an increase in the 
provisions for depreciation and reserves 
both in terms of paper francs and purchas- 
ing power. The paper franc values almost 
doubled while the increase in purchasing 
power was about nine per cent. 

Although the net working capital showed 
an increase of fifty per cent in terms of 
paper francs, its purchasing power re- 
mained the same. The increase, in paper 
franc values, was not steady; the years 
1920, 19238, 1924, and 1926 show sub- 
stantial gains, while in 1922 and 1925 de- 
clines were registered. In terms of purchas- 
ing power there was some variation during 
the period, although the values for 1919 
and 1926 are identical. During the years 
1921 and 1924 inclusive the working 
capital stood at relatively high figures, 
while in 1920 the purchasing power of net 
working capital was at its lowest. The cur- 
rent ratio, varying from forty-three per- 
cent in 1923 to forty-nine in 1920 showed 
but little change. From all the evidence at 
hand the working capital position of French 
industry was not impaired during inflation. 


ants, but by a committee appointed by the board 
of directors of the enterprise. See, asserman, 
Max J., “The Regulation of Public Accounting in 
France.” Accountine Review, December 1931, 
Vol. v1, No. 4, pp. 250-251. 

*Cf. Wasserman, Max J., “Accounting Practice 
in France . . . ,” Accountinc Review, Vol. v1, 
No. 1, pp. 7-9. 


The figures for plant and equipment, in 
terms of paper francs, showed considerable 
increase, some one hundred and twenty-five 
per cent.*° This growth was steady al- 
though it did not proceed at a uniform rate. 
There was also a notable increase in the 
capitalization, about one hundred and 
forty per cent, the growth here again being 
steady. The figures show that most of the 
funds raised by the sale of securities were 
obtained by the use of stocks; bonds in- 
creased about ninety per cent and stocks 
one hundred and forty.” 

The figures on table 2 show that the 
capitalization increased by two hundred 
million paper francs, net working capital 
by two hundred and five, and plant and 
equipment by two hundred and eighty-five. 


*It may be objected that these figures do not 
necessarily represent actual physical additions to 
plant and equipment but merely the “mark-up” 
which enterprisers placed on old plant in order that 
the balance sheet reflect the present market values 
of these elements. While it is impossible to prove 
conclusively that this is not the case, there is a 
strong presumption against it. Conservative ac- 
counting practice condemns such action and in- 
sists, where this is done, that the fact be clearly 
shown on the balance sheet through the creation of 
new capital reserves. Further, in view of taxation, 
enterprisers had every motive to maintain plant 
and equipment at as low a figure as was possible. 
Finally, through conversations with business men 
and accountants the author was informed that such 
re-evaluations were rare, and that, in general, it is 
correct to interpret increased plant and equipment 
as new additions. Although French business men 
were advised to increase the rate of depreciation 
as prices advanced and the value of the fixed as- 
sets increased, they were not allowed by the fiscal 
authorities to deduct the increases in depreciation, 
made on this account, in making their calculations 
of net profits for the purpose of the corporate in- 
come tax statements. This may account for the 
failure of enterprisers, as is later noted in the text, 
to follow this advice. This question has been treated 
at some length by various authorities. See, especial- 
ly: Bayart, P., Les Effets de Vinflation sur le bilan 
au point de vue fiscal. (Paris: Sirey), 1926, pp. 
119-154, 193-228, 303-380; Allix, E., et Lecercle, M., 
L’Impét sur le revenu. (Paris: Rousseau), 1926, 
2 vols., and a supplement; Imbrecq, F., Traité de 
Vimpét sur les benéfices industriels et commerciauz. 
(Paris. Librairie Fiscale), 1926; Tissier, P., et 
Jolly, E., Traité pratique des impéts sur le revenu. 
(Paris: Sirey), 1928; Besson, E., Traité pratique 
des impéts cédulaires et de Vimpét general sur le 
revenu, (Paris: Dalloz), 1927. 

"Several of the corporations included in this 
study had no bonded debt. The averages were made 
by dividing the total bonded debt of all the firms 
by forty. This procedure will explain, in part, the 
relatively low amount shown for this item. 
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TABLE 1 


Inpex Numbers or Prorits, WorKING CapiTaL, PLANT, DEPRECIATION, AND CAPITALIZATION. PERCENTAGES OF 
DivipENDs; CurrENT Ratio 


1919 1920 1921 1922 1923 1924 1925 1926 
Net profits, paper francs................. 67 61 45 82 117 127 133 163 
Net profits, purchasing power........ fon 85 58 58 114 131 124 115 112 
Net working capital, paper francs......... 70 89 91 90 111 143 92 105 
Net working capital, purchasing power... . . 84 74 105 121 118 117 83 s+ 
Plant and equipment, paper francs......... 56 72 87 101 97 112 116 128 
Depreciation and other reserves, paper franc: 77 76 65 87 99 112 110 148 
Depreciation and other reserves, purchasing} 96 71 83 105 107 114 96 104 

Capital stock, paperfrancs................ 56 77 91 94 100 112 127 133 
Bonds, paper francs. 48 64 71 76 78 78 88 87 
Total capitalization, paperfrancs.......... 56 74 89 96 102 113 127 132 
Percentage of net profits paid out in dividends} 52 48 54 59 58 53 57 58 
46 49 46 46 43 4h 48 47 
TABLE 2 


CaPITALIZATION, Net WorKING CapiTaL, Puant. In MILuions or Paper Francs 


1919 1920 1921 1922 1923 1924 1925 1926 
Capitalization.......... 165 204 243 259 289 $16 359 365 
Net working capital... .. . 158 212 249 240 268 269 327 361 
Plant and equipment. .... 110 166 233 302 304 349 364 395 
TaBLe 
ANNUAL INCREASE OR DECREASE IN CAPITALIZATION, WoRKING CaPITAL, PLANT. IN MILLIONS OF Paper FRANCS 
1920 1921 1922 1923 1924 1925 1926 
Capitalization............. 39 39 16 30 27 43 6 
Net working capital........ 54 37 --9 28 1 58 34 
Plant and equipment....... 56 67 69 2 45 15 31 
Gross working capital... ... 71 65 44 28 19 58 59 
Additions to working capital 
from sale of securities... . . 0 0 0 28 0 28 0 
Amount of plant financed 
from working capital. ... . 17 28 53 0 18 0 25 
Natural growth of working 
71 65 at 0 19 30 59 


The figures given on table 1 represent an average of some of the financial results of forty French corporations 
calculated as follows: The purchasing power of the items was computed by dividing through the paper franc values 
by the French index of general wholesale prices given on table 4. The current ratio was calculated by dividing the 
current liabilities by the current assets and the figures given for this item are therefore expressed as percentages. 
The percentage of net profits paid out in dividends was determined by dividing dividends by net profits. With 
the exception of these two items, all of the figures given on this table are index numbers calculated by finding the 
average value of the item for the entire period, and then by dividing the figure for each year by this average value. 
All of the computations here noted were made for each corporation separately. Then an unweighted, arithmetic 
average of the various items of the forty individual corporations was made. The figures on table 2 are given in 
millions of paper francs, represent an average of the forty corporations, and show the total capitalization, net 
working capital (current assets minus current liabilities), and the plant and equipment The amounts given on 
table $ show the annual increase or decrease of each year over the previous year in capitalization, net working 
capital, and plant and equipment; the amount of new plant financed each year from working capital funds; the net 
annual increase in the gross working capital (net working capital plus the amounts which had been taken from it 
to finance new plant); the annual addition to working capital derived from the sale of securities; the natural growth 
of working capital (gross working capital minus the sums which had been added to it from the sale of securities). 
All of the figures on this table are given in terms of millions of paper francs and represent an average of the forty 
firms. The corporations included in this investigation follow:—Three iron and steel plants: Société des Hauts Four- 
neaux, Forges et Aciéries de Denain et d’ Anzain; Société Nouvelle des Etablissements Decauville Ainé; Compagnie 
des Forges de Chatillon, Commentry, et Neuves-Maisons. Four textile companies: Société de la Soie Artificielle 


| 
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When the increase in capitalization is sub- 
tracted from that of plant and equipment, 
the difference, eighty-five million, repre- 
sents the additions to the fixed assets ob- 
tained by the investment of working capital 
funds. Table 3 gives the yearly changes in 
these and other elements. With the excep- 
tion of 1923 and 1925 some additions to 
the plant and equipment were financed in 
each year from working capital. In 1923 
and 1925, working capital was replenished 
by the sale of securities. Net working 
capital increased every year except 1922, 
when the heavy drains made upon it for the 
financing of new plant caused it to decrease. 
The gross working capital, consisting of 
the net working capital plus the sums which 
had been taken from the liquid funds for the 
financing of new plant, showed an increase 
in each year. The natural growth of work- 
ing capital, representing gross working 
capital minus the funds debited to the work- 
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ing capital asset accounts which were de- 
rived from the sale of securities, increased 
every year except 1928. 

This represents, indeed, an excellent 
showing. Not only did profits increase and 
net working capital maintain itself intact, 
in terms of purchasing power, but the in- 
dustries were able to finance a part, ap- 
proximately thirty per cent, of the new 
plant and equipment, from surplus working 
capital funds. There was a substantial in- 
crease in the fixed assets, most of which, 
about seventy per cent, was obtained by the 
issue of securities, principally stocks. It is 
impossible to ascertain the extent to which 
this growth in fixed assets may be imputed 
to expansion, to the replacement of obso- 
lete equipment, to the reconstruction of 
plants devastated during the war, and to 
the increasing need for fixed capital which 
a developing industrial technique rendered 
necessary. The entire increase in produc- 


TABLE 4 
Cotumn 1: Index numbers of the physical volume of production! 
Cotumn 2: Index numbers of general wholesale prices? 


Year 1 2 Year 1 2 
62 509 126 703 


1 Source: Indices généraur du mouvement économique en France. (Paris: Imprimerie Nationale) 1932. P. 97. 
An explanation of the construction of this index is given on pp. 27-33. The figure for the base year, 1913, has been 


adjusted to include Alsace-Lorraine. 


2 Source: This index is published quarterly in the Bulletin de la Statistique Générale de la France on both the base 


July 1914 and 1901-1910. The figures here given have been shifted from the 1901-1910 base to the 1913 base by 
dividing through by the average price for this year. 


d’Izieux; Dollfus-Mieg et Compagnie; Filatures de Laine Schwartz et Compagnie; Blanchisserie et Teinturerie de 
Thaon. Five chemical plants: Société Chimique des Usines du Rhéne; Compagnie Nationale de Matiéres Colorantes 
et Manufactures de Produits Chimiques du Nord Réunies; Compagnie des Phosphates et d Chemin de Fer de Gafsa; 
Manufacture des Glaces et Produits Chimiques de Saint-Gobain, Chauney et Cirey; I’ Air Liquide, Société Anonyme 
pour I’Etude et l’Exploitation des Procédés Georges Claude Seven tool, machine, and metallic construction works: 
Compagnie Générale de Construction de Fours; Société Francaise de Construction Mécaniques; Compagnie 
Générale de Construction de Locomotives; Société de Construction et de Location d’Appareils de Levage et de 
Matériel de Travaux Publics; Compagnie Francaise pour |’Exploitation des Procédés Thomson-Houston; Société 
de Construction de Levallois-Perret; Société Rateau. Five coal mines: Société des Mines de Carmaux; Société 
Anonyme des Mines de Houille de Blanzy; Société Anonyme des Mines d’Albi; Compagnie des Mines de Houille 
de Courriéres; Mines de la Loire. Four metal mines: Compagnie du Boléo; Compagnie des Minerais de Fer Mag- 
nétique de Mokta-el-Hadid; Mines d’Etain de Tekkah; Mines du Bou-Thaleb. Three electric public utilities: 
Union d’Electricité; Compagnie Parisienne de Distribution d’Electricité; le Centre Electrique. Five automobile 
manufacturing companies: Société des Automobiles Delahaye; Société Anonymedes Anciens Etablissements Chenard 
et Walcker; Société Anonyme des Automobiles Peugeot; Société Anonyme des Anciens Etablissements Hotchkiss et 
Compagnie; Automobiles M. Berliet. Four department stores: Laguionie et Compagnie; Société Anonyme des 
Galeries Lafayette; Paris France; Société Anonyme des Etablissements Bokanowski et Compagnie. 
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tive capacity cannot, of course, be laid at 
the feet of inflation, since there were many 
forces in France at this time which might 
well have made for this development.** The 
indices of the physical volume of French 
production, given on table 4, show the 
growth of production resulting in part 
from this increase in fixed assets. 

What means did the managers of the 
firms studied in this investigation employ 
in order to attain these results? The answer 
to this question involves two considerations 
of a different order: 1. What were the prob- 
lems which inflation raised for business en- 
terprise? and 2. How were these problems 
met and solved? 

The principal difficulties for enterprise 
which inflation engendered may be ascribed 
to the rise in price which accompanied it 
and which is shown by the index numbers 
of wholesale prices given on table 4. In 
order to adjust the business to these rising 
prices the managers found it necessary to 
devise a new price policy, to revise the rates 
of depreciation, to prevent losses due to the 
extension of credit, to select investments 
which would show a minimum loss of prin- 
cipal, to consider carefully the program 
of expansion, to bring the accounting sys- 
tem, which was designed to show correct 
results under a stable standard of value, to 
reflect properly the changes under a depre- 
ciating currency. 

The problem of price policy was met by 
the employment of the theory of replace- 
ment costs which had a very wide vogue in 
France during inflation.** Under this the- 


2 Professors W. F. Ogburn and W. Jaffé, in their 
monograph, The Economic Development of Post- 
War France, which constitutes Vol. mr of the Social 
and Economic Studies of Post-War France, edited 
by Carlton J. H. Hayes (New York: Columbia 
University Press, 1929), pp. 270-303, give an ex- 
cellent account of the growth in productive capacity 
of industry in France after the war. 

3 While most of the firms studied in this analysis 
apply this theory its use was not universal in 
France during inflation. This was especially true 
of certain highly competitive industries and of the 
smaller firms. A failure to apply the theory of re- 
placement prices constitutes one of the most im- 
portant phenomena which arise in connection with 
inflation. It explains partially the great impetus 
given to both the foreign and domestic markets and 
the resulting stimulus to business and it constitutes, 


ory the enterpriser priced his goods at their 
cost of replacement at the time of sale 
rather than upon the cost of production or 
acquisition at some posterior date. In this 
way the enterprise might be certain that 
the cash product of sales would be sufficient 
to permit the same amount of goods as had 


from the national point of view, one of the gravest 
dangers which monetary depreciation engenders. 
Through a failure to apply replacement prices, en- 
terprisers frequently sell s at a price lower 
than that at which these same goods can be re- 
| see When a nation exports these goods it is 
iterally selling itself out to other nations. Hence, 
the famous German ausverkauf and the French 
perte de substances nationale. In view of the dis- 
cussion of this point in the French press and peri- 
odical literature, industry can scarcely be blamed 
for taking measures to protect itself, which, at the 
same time, were regarded as patriotic. Among the 
many articles published on this topic only a few 
can be cited here. Cf. Ratier, A. L. 
monétaire et ses ee pour les entreprises 
Franco-exterieures,” Experta (published monthly 
at 71 rue Desnouettes, Paris), Feb. 1926, No. 18, 
p- 3-6; Chabrun, C., “La Perte de substance par 
’avilissement de la monnaie,” ’Exportateur Fran- 
cais, June 10, 1926, p. 525. The Comité Central de 
la Laine, the trade association of the woolen tex- 
tile industry, in its Documents Mensuels for Se 
tember 1926, No. 44, has estimated statistically 
from official French customs data the monthly perte 
de substance of France for 1925 and for the first 
semester of 1926. In terms of gold francs the aver- 
age monthly loss for 1925 was found to be 441 
million francs. For the first semester of 1926 the 
loss varied from 508 to 772 million gold francs per 
month. These estimates, however, are — to 
question. See also the following articles, all pub- 
lished anonymously in ’Usine: “Sur quelles bases 
vendre a l’étranger?”, Aug. 14, 1926; “En quelle 
monnaie devons-nous exporter?”, Feb. 6, 1926. In 
PUsine for Dec. 12, 1925, pp. 1-3, an anonymous 
article entitled “l’Industrie et l’établissement des 
prix a Péchelle,” gives an account of a note pre- 
pared by the Groupe des Industries Métallurgiques, 
Mécaniques, et Connexes de la Région Parisienne 
showing the detailed procedure to be followed in 
making and utilizing replacement prices. It must 
not be assumed, merely because the purchasing 
power of working capital was increasing, that this 
theory of prices was used. An industry which ex- 
pands with sufficient rapidity could show an in- 
crease in the deflated values of this element with- 
out applying this theory of pricing. The utilization 
of replacement prices must be confirmed, as has 
been done in this study, from evidence gained 
through interviews with the leaders of the indus- 
try, articles, and trade association documents. 
There are not one, but several, methods of applying 
this theory. Some industries were inclined to apply 
it principally during the upswing of prices and to 
ignore it during the downward movement. Others 
applied it during both phases. Some based it ex- 
clusively upon raw material costs, others on labor 
costs, while others upon some external factors such 
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been sold to be manufactured or purchased. 
Under rapidly rising prices, if selling prices 
are not so based, it may happen that, al- 
though the books of account show a profit 
on any specific transaction, the cash pro- 
ceeds do not furnish the enterprises suffi- 
cient funds to maintain their inventories. 

The increase in general prices brought 
the value of the fixed assets of most enter- 
prises to rise as inflation progressed. If the 
rate of depreciation had been established 
on cost or upon the market value at some 
past date, it was necessary to revise each 
year the amounts set aside, provided the 
management desired that the depreciation 
reserve account be credited with sufficient 
sums to replace the fixed assets at the es- 
timated end of their life. This should have 
been done by increasing the amounts 
charged for depreciation as prices rose. 
But the evidence presented on table 1 tends 
to show that the increase in depreciation 
was largely a result of the growth in the 
fixed assets rather than in increase in the 
rate of depreciation itself. 

An enterprise will lose money on all ex- 
tensions of credit during a period of rising 
prices. Between the date that the sale is 
made and payment effected, the purchasing 
power of money declines and the cash fi- 


as the movement of exchange rates or general 
wholesale prices. There exists also considerable 
room for individual initiative in selecting the 
amount of premium to be added or subtracted in 
fixing selling prices under this theory. Again, the 
price policy followed varied considerably between 
goods destined for the domestic and export mar- 
kets. In some cases replacement prices were used 
for the export trade exclusively, in others they were 
given a greater application on this market than on 
the domestic market, in some equally applied to 
both. Moreover, some industries did not become 
aware of the fact of inflation until after the de- 
pression of 1921-1922, and others not until 1924 
or 1926. Consequently, some enterprisers applied 
this method of pricing during but a part of the 
period of inflation. Finally, it must be noted that, 
like Monsieur Jourdain in Moliére’s Le Bourgeois 
Gentillhomme, who was amazed to learn that he 
had been speaking prose all his life without know- 
ing it, some managers applied this theory without 
being aware of the fact. In so far as an expanding 
market made it possible to sell at something above 
costs, enterprisers were doubtless tempted to do 
so. This was a blind and — application of the 
theory, but it may have aided considerably in main- 


taining intact the liquid position of a firm. 


nally received may prove insufficient to per- 
mit the enterprise to stock the same amount 
of goods as had been sold. French enter- 
prisers employed several means of meeting 
this problem. In the first place, many 
firms sought to reduce the length of credit 
allowed. This was not generally successful, 
for the credit terms had come to be re- 
garded as customary and then the pur- 
chaser found it necessary to obtain the 
means of payment through a resale of the 
goods. Inasmuch as the process of resale 
could not be easily quickened, buyers were 
unwilling to consent to a reduction of 
terms. In the second place, some firms at- 
tempted to use drafts which were immedi- 
ately taken to the bank for discount. But 
the banks were no more anxious to lose 
through the decline of the franc than were 
the enterprisers themselves and, when the 
banks could be persuaded to discount this 
paper, they made sufficient charges to pro- 
tect themselves from possible loss. The third 
means employed consisted in the use of the 
gold clause in its varied forms in contracts 
of sale. In practice this clause provided, 
generally, that the actual amount of paper 
money to be paid depended upon its de- 
preciation, during the life of the contract, 
in terms of gold, dollar or pound exchange, 
index numbers of general wholesale prices, 
or some staple commodity such as wheat. 
These clauses had a doubtful legal stand- 
ing; the seller risked having the clause 
voided if the buyer wished to escape the ob- 
ligation by taking the matter to court.” 
They were, nevertheless, employed in many 
cases. 

The selection of the portfolio for the in- 
vestment of surplus cash furnished another 
problem due to the declining purchasing 


* The literature on the legality of the gold clause 
was very large. See, especially: Lamour, P., For- 
mules de contrats usuels en francs, or (Paris: Nou- 
velle Librairie Nationale), 1926; Ishizaki, M., Le 
Droit corporatif de la vente de soies (Paris: 
Giard), 1928, Vol. m, pp. 81-115; Mestre, A., and 
James, E., La Clause—or en droit frangais (Paris) ; 
Nogaro, “La Clause—or,” Revue trimestrielle de 
droit civil, 1925, pp. 19 ff.; Germain Martin, “La 
Chute du franc,” Revue de Paris, Aug. 1, 1926; 
Geny, “La Validité de la clause payable en or,” 
Revue trimestrielle de droit civil, 1926, No. 3, pp. 
557 ff. 
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power of the interest, dividends, and prin- 
cipal of French domestic securities. Since 
the rate of interest on all except participat- 
ing bonds was fixed, the return on these in- 
vestments failed to keep pace with the rise 
in prices. Inasmuch as the market value of 
bonds is largely a question of the capitali- 
zation of the interest, the principal declined 
in real value as well. Although the rate of 
dividends on most stocks and participating 
bonds increased as inflation progressed, the 
rate of increase did not generally equal that 
of prices. Some losses were, therefore, usu- 
ally sustained from investment in stocks.*® 
This situation led many corporations to 
invest their surplus funds in countries, such 
as the United States, which had stable 
money. In spite of the fact that it was il- 
legal under the laws designed to prevent the 
“export of capital,” this was done on a very 
considerable scale.** The law was effective 
only against travellers taking funds out of 
the country and against those who sought 
to invest funds in foreign lands through the 
intermediary of French banks. Those firms 


*® When the index numbers of the prices of stocks 
and those of wholesale prices are compared, it can 
be seen that the movement of the former did not 
keep pace with that of the latter. This comparison 


can be made by consulting the publication of the. 


Statistique Générale de la France entitled Indices 
généraux du mouvement économique en France, 
Paris, 1932, pp. 126 ff. and 120 ff. Cf. Cavelier, M., 
La gestion des fortunes mobiliéres. (Paris: Dela- 
grave, 1926), pp. 481 ff.; Miremonde, A. de, Com- 
ment gérer sa fortune. (Paris: Payot, 1926), pp. 
338-353; Pitois, M., Les Augmentations de capital 
dans les sociétés anonymes depuis 1914. (Paris: 
Librairie de Jurisprudence Ancienne et Moderne, 
1926), pp. 1900 ff.; Rossillon, P., Les Variations du 
tauz de Vintérét en France depuis la guerre. 
(Printed dissertation for the doctorate at the Uni- 
versity of Paris), 1927, pp. 85-113. 

*This was the famous délit d’exportation de 
capitauxz instituted by the law of April 3, 1918, 
forbidding the export of capital in any form from 
France. Although the law was apparently strict in 
its provisions there were many violations. It was, 
evidently, like other laws which we have seen, ex- 
tremely difficult to enforce. This law, its juris- 
prudential interpretation, its application, and its 
modification gave rise to a large volume of litera- 
ture. Cf. Nordmann, G., Exportation de capitaux 
et évasion fiscale. (Paris: Presses Universitaires de 
France, 1927) ; Laurés, J., Le probléme des changes 
et la baisse du franc. (Paris: Dalloz, 1926); Thi- 
bault, P., Traité pratique de la reglémentation des 
opérations de change et d’exportation de capitauz. 
(Paris: Riviére, 1926). 


which exported to countries having a stable 
money frequently invested the proceeds of 
sales in the securities of these nations. 

Many firms were hard pressed to seek 
investments in what they dubbed “real 
values” (les valeurs réelles) which would 
appreciate in value as the paper franc de- 
clined. One possible placement of funds con- 
sisted in the purchase of additional inven- 
tory. This was regarded by most French 
executives as speculative. Effectively, infla- 
tion did not bring the prices of goods to rise 
either steadily or uniformly. There were 
times when prices declined, for the month 
to month, seasonal, and cyclical variations 
in prices were quite pronounced. Then there 
was considerable disparity in the rapidity 
and the extent of the movement of prices 
between the several categories of goods.” 
As this investigation shows, some working 
capital funds were invested in new plant 
and equipment. Approximately thirty per 
cent of the new fixed assets were thus pro- 
cured. 

About seventy per cent of the increase in 
plant and equipment was obtained by the 
sale of securities. This created another 
problem for the business executive. Under 
French law, a corporation may not issue 
stocks which do not have the right to vote. 
The use, therefore, of non-voting common 
or preferred stocks was impossible. If large 
blocks of new stocks were sold, the group 
which had possessed the majority of the 
shares of the corporation ran the danger of 
losing control. Recourse was had to the use 
of “privileged voting” stocks (actions 4 
vote privilégié), the new securities carry- 
ing one vote per share, while the older se- 
curities, already in possession of the share- 
holders, were given several votes for each 
share. This practice, while it raised some 
nice legal problems, was sustained by the 
courts.** Although the sale of securities, 
especially bonds, might constitute a source 


" This can be verified by consulting the monthly 
indices of general wholesale and other prices given 
in the publication, Indices généraux du mouvement 
économique en France (Paris: Statistique Générale 
de la France), 1932, pp. 120 ff. 


* See, especially, Mazeaud, H., Le vote privilégié 
dans les sociétés de capitaux (Paris: Dalloz), 
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of danger should the earnings of the firms 
ever fall below the inflation levels, it must 
be remembered that the burden of the al- 
ready existing fixed debt became increasing- 
ly smaller as prices rose. Nevertheless, the 
increase in fixed assets through the sale of 
stocks and bonds was not recommended by 
French students of inflation. To the extent 
that this increase represented expansion 
facilitated by inflation, it may be that we 
are here in the presence of the greatest evil 
which inflation abetted: over-expansion of 
productive capacity which paved the way 
for depression once inflation came to an end. 

Standard accounting methods rest upon 
the postulate that money, the unit of ac- 
count, remains fairly stable in value. When 
the value of the monetary unit fluctuates 
widely, as it does during severe inflation, 
standard techniques fail to show accurate 
results. Notably, they neither show the 
losses due to the decline in purchasing 
power of the cash, accounts and notes re- 
ceivable, the failure to sell on a basis of 
replacement costs, nor do they show the 
gains which accrue because of the decrease 
in the real, as against the nominal, value 
of the accounts and notes payable and the 
bonded indebtedness. Further, they do not 
furnish the management certain useful in- 
formation such as the replacement costs of 
production. This led the French accounting 
theorists to devise several inflation account- 
ing techniques.*® These methods varied in 
complexity from the preparation of finan- 
cial statements in terms of gold francs and 
the use of special “correcting accounts,” to 
the elaboration of four column books of ac- 
count—two columns for paper francs and 
two for gold—and the employment of gold 
franc ledgers. These new methods were not 
widely used. It was held that most of the 
systems were cumbersome and expensive, 


1929; Michel, R., De l’émission d’actions a droit de 
vote privilégié (Paris: Editions Godde), 1927; 
Alexis, P., Les Priviléges de vote dans les sociétés 
anonymes. (Paris: Payot), 1928. 

* The principal inflation accounting techniques 
advocated in France are discussed by Wasserman, 
Max J., “Accounting Practice in France during the 
Period of Monetary Inflation.” Accountine RE- 
view, March 1981, Vol. v1, No. 1, pp. 1-32. 
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that it was inadvisable to tamper with the 
original books of record, and that the cor- 
rect financial results of the operations and 
the necessary cost data could be ascer- 
tained by making certain adjustments in 
the periodical reports which the accounting 
department furnished the managers. 

In the solution of these problems the 
business executives were greatly aided by 
the activities of trade associations. These 
associations performed two important 
services during inflation. They prepared 
“ideal” solutions of the problems and 
brought sufficient discipline to the trade 
to prevent competition from impeding the 
application of the solutions. 

In the study of the problems the trade 
associations utilized their well equipped and 
manned research departments. The mem- 
bership was advised of the results of these 
studies through the medium of meetings, 
trade journals, and mimeographed instruc- 
tion sheets. Many of these instructions 
could be carried out by any one firm regard- 
less of what competing houses were doing. 
The use of special accounting techniques, 
the application of proper investment poli- 
cies, the handling of depreciation are of this 
nature. Other policies, notably the applica- 
tion of the replacement costs theory and 
the use of special credit terms, required 
uniform action on the part of the compet- 
ing houses. A group of firms could neither 
sell on the basis of replacement costs if 
some important competitors continued to 
base prices on the costs of production or 
acquisition nor could they easily employ 
the illegal gold clause unless the trade in 
general joined them. Many trade associa- 
tions were able to obtain a uniform appli- 
cation of these policies by all of the firms 
in the industry. The gold clause was en- 
forced upon buyers by the fear of black- 
listing and by the fact that, in a well or- 
ganized and disciplined French industry, 
the customs of the trade have the virtual 
force of law, members rarely taking a mat- 
ter to court which can be settled through 
the agency of the association.” Inflation 


* This is the general thesis of an important re- 
cent work by M. Ishizaki entitled Le Droit cor- 
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e thus served to strengthen the French trade tioned the government to stablize the : 
» associations. Should France ever adopt a money. Although they were successful in 
d planned economy calling for well organized _ solving the problems which it created, these e 
a trade groups, inflation may be said to have _ business men preferred to conduct their af- 
n helped prepare the way. fairs under the less speculative and danger- 
3 As far as the financial statements of the ous conditions which prevail under stable ? 

forty corporations analyzed here may be money. They were living in a constant fear ; 
e said to be representative, this study per- that the problems of inflation might become 5 
y mits the following conclusions to be drawn: increasingly complex and difficult of solu- 3 
e The first hypothesis, that inflation tends to tion, that the industrial discipline main- 4 
t augment the profits of industry, was veri- tained by the trade associations would ; 
1 fied by the facts of French inflation. The break down, and that continued inflation 4 
l second hypothesis, that inflation guts en- might bring the franc to follow the course $ 
2 terprise of its working capital, runs coun- of the German mark. The French business i 
: ter to the facts of the case. It is entirely enterpriser, an exceedingly conservative 


conceivable, nevertheless, that industry in 
other times and places may fail to profit 
from inflation and that it may see its work- 
ing capital shrink. These conditions did not 
prevail in France because the French enter- 
priser was aware of the problems which it 
raised, knew the solutions to apply, and 
thanks to the discipline which his trade 
associations maintained, was able to apply 
them. It cannot be maintained that infla- 
tion must, due to the operations of irrefra- 
gable economic laws, have this or that effect 
upon business. It presents itself to the en- 
terpriser in the form of a series of prob- 
lems which are not impossible of solution: 
The net effects of inflation upon business 
enterprise depend in part upon the ability 
of executives to realize and solve the prob- 
lems which it raises and in part upon the 
nature and extent of inflation itself. 

In spite of the apparently excellent 
showing which business was able to make 
during inflation, French enterprisers were 
unanimous in condemning it and their 
Chambers of Commerce frequently peti- 


poratif de la vente de soies. (Paris: Giard), 3 
vols., 1928 (with a preface by Professor Edouard 
Lambert of the University of Lyons) and which 
constitutes vol. 18 of the Bibliotheque de l'Institut 
de Droit Comparé de Lyon. Dr. Ishizaki’s mono- 
graph gives a detailed study of the trade associa- 
tion rules of the silk industry and which, as he 
shows, have the virtual effect of law for all those 
who deal in this merchandise. 


executive, felt that there was something fic- 
titious and uncertain about the feverish 
business conditions which prevailed in 
France during the years 1919-1926. Since 
he was sure that he could make money and 
improve the financial position of his firm 
under normal monetary conditions, he pre- 
ferred the stability which characterizes 
such times.”* 


1 The statements made in the text of this article 
relative to the measures which French enterprisers 
employed in meeting the problems of inflation, their 
attitude towards it, and the activities of French 
trade associations during the period are based upon 
a series of several hundred interviews which the 
author held with business executives, trade associa- 
tion and Chamber of Commerce officers, and ac- 
countants, as well as the reading of mimeographed 
confidential trade association instruction sheets, 
trade journals and Chamber of Commerce reports. 
It is not possible here to submit documentary proof 
of all of these statements. The literature advising 
business men on the best methods of solving the 
problems of inflation was very large but, of course, 
these works do not indicate the extent to which the 
solutions were actually applied. See, especially: 
Fain, G., Comment se défendre contre l’inflation. 
(Lecture published by the Compagnie des Chefs 
de Comptabilité de la Région Parisienne, Paris, 
47 rue Cambon) no date; Anonymous, “]’Inflation 
et ses conséquences pour l’entreprise,” published 
in the bi-weekly newspaper, Batiment et Travaux 
Publics, 9 Avenue Victoria, Paris, for Feb. 18 and 
21, 1926; Didier, C., “l’Inflation et les dangers 
qu’elle présente pour l’industrie,” published in the 
weekly magazine, ’Usine, 15 rue Bleue, Paris, for 
March 27, April 3, 17, May 1, 16, 1926; Beaupere, 
L., Les Troubles monétaires et la vie des entre- 
prises, (Paris. Jouve et Cie). 1927, pp. 14-123. 
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THE DIVIDEND BASE 


A. C. LITTLETON 


ROM His comprehensive study of divi- 
Pie law Joseph L. Weiner concluded 
that, in spite of the great variety of 
phraseology, the rules limiting the declara- 


tion of dividends could be classified into 
four groups: 


1./No dividend may be paid while the cor- 
| poration is insolyent or which will ren- 
| der it insolvent 

2.-No dividend may be paid which will 
impair the capital of the corporation 
(included here are all the statutes limit- 
ing dividends to ‘surplus’). 

8. No dividend may be paid except from 
the balance of earned and hitherto un- 
distributed profits. 

4. No dividend may be paid except from 
current profits.* 


Statutes which fall in the last two groups 
may be said to provide a net-profit base 
for dividends ; those in the first two groups 
provide an excess-of-assets base. 

The profits base, as Weiner points out, 
is the one which accords with the univer- 
sal opinion of laymen regarding dividends 
as well as the one which the common law 
would provide in the absence of a specific 
statute. The common law view is expressed 
in the statutes in a wide variety of terms 
such as profit, net profits, accumulated 
profits, profits earned in the business, pro- 
fits actually earned and on hand, surplus 
profits arising from the business, net earn- 
ings, actual net earnings. 

But many of the states have gone be- 
yond codifying the basic idea of the com- 
mon law that “dividends presuppose pro- 
fits.” As indicated in the quotations above 
two other tests have been set up: a solvency 
test and a capital-impairment test. A cor- 
poration is insolvent if its assets aggregate 
less than its debts to creditors; capital is 
impaired if the assets aggregate less than 
the sum of the debts and the stock. In both 


“Theory of Anglo-American Dividend Law,” 
Columbia Law Review, XXIX, No. 4, No. 3, No. 7 
(1929-1980). 


of these situations use is made of the as- 
sets total to find whether or not an excess 
of assets exists. It is desirable therefore to 
give attention first to contrasting the net- 
profits test and this excess-assets test with- 
out raising the question at the moment of 
subordinate distinctions such as the in- 
solvency test and the impairment test. 

In a simple situation the assets test and 
the profits test would give identical results. 
This is clearly the case because goods sold 
will bring in more assets than are given up 
and the resulting increase in the assets ac- 
count is exactly counterbalanced by the 
new increase in the profits account. It is in 
fact the primary function of the profits ac- 
count to reflect and measure this change in 
the assets. In this way accounting is able 
to present the same quantity so it may be 
viewed from two angles. 

But behind this seeming identity of in- 
creased assets and increased profit is an 
important underlying assumption which 
seems to have escaped many legislatures 
and courts. This assumption is that all as- 
sets, those just received as well as those 
just parted with, are expressed in original 
costs, that is, in terms of the prices at 
which they entered a business transaction 
as part of the legal consideration. So long 
as this assumption is true the assets test 
and the profits test will give identical re- 
sults and one can measure the amount of 
distributable assets by choosing either of 
the two methods of computation. But as 
soon as this assumption is violated the two 
tests fall apart and cannot be used inter- 
changeably. If the assets are increased by 
mere valuation, there is no more property 
to distribute than there was before; the 
property previously existing is only given 
a new price-tag. The resulting situation is 
as lacking in real change as a stock split- 
up which merely alters the number of units 
in an otherwise unchanged capital stock 
account. 

The fault of having two bases for divi- 
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dends is that they may be considered identi- 
cal when that is not the case. With two 
bases in existence the way is opened for 
creating an excess of assets by revaluation 
and for paying dividends out of prior 
profits while allowing revaluation surplus 
to take the place of the profits withdrawn. 
The resulting balance sheet seems to show 
a large surplus still available for later divi- 
dends, for the ordinary person will assume 
that any surplus will of course represent 
undivided profits. The corporation may 
thus be accused of accomplishing a decep- 
tion while seemingly following an allowable 
practice. 

The presence in the basic law of divi- 
dends, of two ways of determining the 
amount available for distribution is there- 
fore confusing to say the least unless those 
two methods are never lacking in complete 
identity. And since that is too much to ex- 
pect of any two methods, one method or the 
other should be dropped. 

Many state statutes, apparently to make 
assurance doubly sure, have included more 
than one test for dividends. This, instead 
of giving added protection has merely 
made confusion more possible. But cor- 
poration practices have been under fire of 
late, and during the last seven years a num- 
ber of important revisions have been made 
in the corporation statutes. Here was an 
opportunity to clear away previous sources 
of confusion. What advantage was taken 
of the opportunity is reflected in the stat- 
utes themselves. 

In 1928 final approval was given by the 
American Bar Association to the “Uniform 
Business Corporation Act” which had been 
under consideration for some years. In 
1927 Ohio revised its basic corporation 
laws along much the same lines as those 
already laid down in earlier drafts of the 
Uniform Act and in some particulars even 
led the way to a modification of the final 
draft of the Uniform Act which was then 
in the course of preparation. In the next 
few years several other states rewrote their 
corporation statutes—some of them fol- 
lowing rather closely along the lines in- 
dicated in the Uniform Act. 


Thirteen states have recently made more 
or less extensive revisions of their corpora- 
tion laws but not all of them have altered 
the cash dividend sections to conform with 
the Uniform Act. Those which have fol- 
lowed that precedent are Ohio (1927), 
Louisiana (1928), California (19381), 
Idaho (1932), Pennsylvania (1938), Il- 
linois (19383). These states follow more or 
less closely the wording of Sec. 24 of the 
Uniform Act which is given below. 


SECTION 24. Dividends: Method of Esti- 
mating Fund for Payment of. 


I. Every corporation formed shall carry 
upon its books as a liability the amount of 
its capital stock as defined in Section 1, sub- 
division X. 

II. Amounts of surplus arising from an un- 
realized appreciation or revaluation of fixed 
assets shall be shown on the books of the 


corporation as a separate item apart from ~ 


surplus profits or paid-in surplus. 

III. In computing the aggregate of the as- 
sets of the corporation, the board of direc- 
tors shal] determine and make proper allow- 
ance for depreciation and depletion sustained, 
and losses of every character. Deferred as- 
sets and prepaid expenses shall be written 
off at least annually in proportion to their 
use as may be determined by the board of 
directors. 

IV. No corporation shall pay dividends 

(a) in cash or property, except from 
the surplus of the aggregate of its assets 
over the aggregate of its liabilities, includ- 
ing in the latter the amount of its capital 
stock, after deducting from such aggregate 
of its assets the amount by which such 
aggregate was increased by unrealized ap- 
preciation in value or revaluation of fixed 
assets; 

(b) in shares of the corporation, ex- 
cept from the surplus of the aggregate of 
its assets over the aggregate of its liabili- 
ties, including in the latter the amount of 
its capital stock. 

V. Cash dividends shall not be paid out 
of surplus due to or arising from 

(a) any profit on treasury shares before 
resale; or 

(b) any unrealized profits due to increase 
in valuation of inventories before sale; or 

(c) the unaccrued portion of unrealized 

. profits on notes, bonds, or obligations for 


| 


the payment of money purchased or ac- 

quired at a discount unless such notes, 

bonds, or obligations are readily market- 
able, in which case they may be taken at 
their actual market value; or 

(d) the unaccrued or unearned portion 
of any unrealized profit in any form what- 
ever, whether in the form of notes, bonds, 
obligations for the payment of money, in- 
stalment sales, credits or otherwise. 

VI. Subject to the limitations contained in 
this Section. a dividend may be declared in 
shares of the corporation whenever the board 
of directors so determine. provided that 

(a) if the dividend is to be paid in shares 
having a par value, the aggregate par value 
of such shares shall not exceed the amount 
of that portion of the corporation’s surplus 
which is transferred to capital as payment 
for such shares; 

(b) if the dividend is paid in shares hav- 
ing no par value, the number of such shares 
may be fixed by the board of directors ; 

(c) no dividend payable in shares of 
any class shall be paid to shareholders of 
any other class unless the articles so pro- 
vide or such payment is authorized by the 
vote of the holders of a majority of the 
shares of the class in which the payment 
is to be made. 

VII. A corporation which owns wasting 
assets intended for sale in the ordinary course 
of business, such as mines, or oil or gas wells, 
or a corporation which owns property hav- 
ing a limited life, such as a lease for a term 
of years, or patents, need not deduct the 
depletion of such assets by sale or lapse of 
time in the computation of the funds avail- 
able for dividends, and such a corporation 
may pay dividends from the net profits aris- 
ing from its business without deduction of 
such depletion, subject, however, to the rights 
of shareholders of different classes. 


Certain other states also changed their 
corporation statute but not to the extent 
of conforming with the dividend section of 
the Uniform Act. These are Tennessee and 
Indiana (1929), Connecticut (1930), 


Colorado, Arkansas, and Michigan (1931). 

In summary these thirteen statutes now 
provided for a dividend test as follows: 
Michigan provides only a profits test; 
Colorado provides only a solvency test; 
Washington, Pennsylvania, Louisiana and 
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Idaho provide only a capital-impairment 
test ; Illinois and Ohio provide both a capi- 
tal-impairment test and a solvency test; 
Arkansas and Tennessee provide both a 
profits test and a capital-impairment test ; 
California, Connecticut, and Indiana pro- 
vide all three tests. 

It thus seems that a confusing variety 
of dividend tests still exists. But some 
progress has been made; at least there has 
been a good deal of change. In order to 
provide a comparison with the present 
classification as shown in the above para- 
graph, the dividend tests used by the same 
states in their earlier statutes are similarly 
summarized below. 

Those states which provided a profits 
test only: Washington, Ohio, Indiana, 
Louisiana; solvency test only: Michigan, 
Arkansas, Colorado; capital-impairment 
test only: none; profits test and capital- 
impairment test: Idaho, California ; profits 
test and solvency test: Connecticut, Penn- 
sylvania; solvency test and capital-impair- 
ment test: Illinois, Tennessee; all three 
tests: none. 

The following table may show more 
clearly the changes being made. 


Cuances 1n Divienp Tests 13 States 


Dropped Retained Added 


Capital-impairment test .. 0 4 7 


The tendency here made evident to drop 


. the profits test and the solvency test while 


adding the capital-impairment test is still 
further strengthened by considering only 
those seven states whose new statutes defi- 
nitely show a similarity to the Uniform 
Act. Four of these states formerly had no 
capital-impairment test whereas all have 
that test in their recent statutes; six had 
the profits test in the earlier statute and 
only one in the later law. The ninth draft 
of the Uniform Act (1924) based dividends 
upon the phrase “surplus or profits arising 
out of the business,” which is practically 
the same phrase found time after time in 
the various state statutes before the re- 
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cent changes. But in the tenth (1927) this 
test disappeared. 

It would be enlightening to know whether 
the profits test (which derives from the 
common law) was abandoned because it 
seemed difficult to define; because it was re- 
garded as a counterpart of the capital-im- 
pairment test (after appreciation surplus 
had been excepted) and therefore superflu- 
ous; or because it was feared that the prof- 
its test would permit dividends to be paid 
from current profits even though the com- 
pany was insolvent or the capital impaired. 

Another feature of the Uniform Act is 
the specific elimination of cash dividends 
from unrealized appreciation. This rule is 
followed in nine of the above states and not 
followed in four (Tennessee, Connecticut, 
Colorado, Arkansas). In most cases the 
statutes also provide in one way or another 
for stated capital and paid-in surplus. 
Seven of the states (Washington, Idaho, 
Arkansas, Connecticut, Indiana, Tennes- 
see, and Colorado) follow the Uniform Act 
in not requiring specific designation of a 
dividend from paid-in surplus. The other 
six states require specific notice to the re- 
cipient of the fact that a dividend is from 
paid-in surplus. The tenth draft (1927) 
of the Uniform Act included this same pro- 
vision, but it is missing in the draft finally 
approved in 1928. 

Three of this latter group of states place 
further restrictions upon dividends from 
paid-in surplus. Illinois, for example, pro- 
vides that “dividends may be paid out of 
paid-in surplus or surplus arising from the 
surrender to the corporation of any of its 
shares only upon shares having a preferen- 
tial right to receive dividends. . . .” The 
California provision is similar. The Michi- 
gan rule is that nothing in the statute shall 
prevent the declaration of dividends upon 
preferred stock from any surplus provid- 
ing the nature of the source is disclosed. 

A few other provisions are worthy of 
passing notice although not directly 
apropos to the central theme here devel- 
oped. Ohio: any surplus (except from re- 
valuation surplus) may be applied to write 
off a deficit. Michigan: paid-in surplus may 


not amount to more than fifty per cent of 
the full consideration. California: dividends 
are possible from current net profits in 
spite of an impairment of stated capital; 
any impairment of preferred stock is to be 
restored before dividends on common stock 
are resumed ; no dividends may be paid un- 
der these provisions, however, if the debts 
will then exceed the assets. 


As a result of this view of recent changes | 


in dividend laws the following seem to in- 
dicate the present tendencies: 


1. Appreciation surplus is being recognized 
as unavailable for cash dividends al- 
though the wording of the rule which is 
most used for calculating a dividend 
would seem to imply otherwise except 
for subsequent rules in other paragraphs. 

2. State\ capital and paid-in surplus are 
being given a recognized statutory posi- 
tion although the traditional implication 
was that the stock account represented 
the full consideration. 

3. Paid-in surplus is recognized as being 
more in the nature of capital than profit 
and its subsequent use is therefore being 
put under some constraint. 

4. The profits test and the solvency test for 
dividends are being dropped in favor of 
the capital-impairment test. 


Most people will no doubt accept these 
tendencies as improvements over the older 
rules. But improvements they be, there still 
remains a question whether these rules rep- 
resent the highest possible development of 
the law and practice of corporation divi- 
dends. This is the question to receive at- 
tention in the rest of this discussion. 
Specifically the issue is that of the profits 
test against the assets test. Recent statutes 
suggest a drift toward the latter; there is 
much logic, however, in favor of the pre- 
ferring the profits test over the others. 
With this in mind the assets test is to re- 
ceive critical examination first; and then 
the problems likely to be raised by choosing 
the profits test can be considered. 

If a given statute excludes the profits 
test and holds to the assets test, there is 
still a source of confusion so long as two 


subordinate tests of solvency and capital 
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impairment are both in the same law. If the 
assets test is to be retained it therefore 
would be better to eliminate one or the other 
of these two. 

The desire to give creditors special pro- 
tection appears as early as 1570 (18 Eliz. 
c. 5) at which time one of the indications of 
fraud was stated to be the transfer of 
property while insolvent. The English Com- 
panies Act of 1855 placed dividends under 
this solvency test and undoubtedly exer- 
cised considerable influence on American 
legislation in those states which passed 
general incorporation laws at about that 
time. 

At common law insolvency was merely 
+he inability to pay one’s debts. This view 
was reflected in our national bankruptcy 
act of 1867 and in many state statutes as 
well as in the law of many foreign countries. 
The depression of 1873 revealed the harsh- 
ness of this rule, however, and the National 
Bankruptcy Law of 1898 was designed to 
/ make bankruptcy depend upon a hopeless 
financial condition rather than upon a tem- 
porary embarrassment from the lack of 
working capital.* Hence the concept of in- 
solvency now expressed in many dividend 
statutes calls for a comparison of the ag- 
gregate of the person’s assets with the ag- 
gregate of his debts. 

But it is doubtful whether the creditors 
need this specific protection in the corpora- 
tion statute because the disbursement of as- 
sets in payment of a dividend when the 
company is insolvent would constitute a 
fraud upon creditors and an act of bank- 
ruptcy regardless of the dividend statute. 
If the creditors are to be given rights of 
action against directors as well as against 
the stockholders receiving the assets, the 
authority could better be given in the bank- 
ruptcy laws than in the dividend laws. 

The inclusion of a solvency test in the 
dividend law whether consciously or not, 
rests upon two theories: (1) that lenders 
and owners are essentially different and 
antagonistic, and (2) that saved capital is 


*Bonbright and Pickett, “Valuation to Deter- 
mine Solvency under the Bankruptcy Act,” Co- 
lumbia Law Review, Vol. XXIX, p. 582. 
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timid or defenseless, needing much coaxing 
and protection to bring it into the hands of 
those who felt they could employ it to ad- 
vantage. From this it follows that a dis- 
tinct boundary between owner and lender 
should be erected so that the latter could 
know when he had become owner and the 
owner had become former-owner. 

This is plainly the philosophy of an era 
of individual enterprise, but its doctrines 
are carried over almost unchanged into the 
modern era of corporations. 

The era of individual enterprises seems 
definitely to be passing in this country. 
Here it is the custom for even the small 
enterprise to cast itself into the mold of the 
corporation. Yet corporation law and ac- 
counting practice tend to continue to work 
within the mold established by the single 
enterprise where lenders and owners are re- 
garded as distinct entities. The persistence 
in the law of the idea that lender and owner 
are different, and the persistence in ac- 
countancy of the double title in the balance 
sheet, “Liabilities and Capital,” reveal a 
resistance to change which implies an in- 
ability to adjust our ideas to very real 
trends. If the corporation is to continue to 
be the predominating form of business en- 
terprise, it would seem logical to bring our 
rules and practices, including those relat- 
ing to dividends, into conformity. 

When we look closely at the corporation 
we see a separate entity endowed by law 
with the powers of human beings except 
those associated with personality. The only 
contact it has with human beings is by con- 
tract. Its contracts are principally with 
book creditors, bank lenders, various types 
of bondholders, several classes of preferred 
stockholders, and additional classes of 
common stockholders. The contracts vary 
in details as to security pledged, voice in 
current management, priority in sharing 
the net revenue, priority in sharing assets 
under liquidation, and the like. Yet, vari- 
ous as these relations may be between out- 
siders and the corporation, all individuals 


in the former group are alike in being sep- | 


arate from the corporation itself, in being 
suppliers of economic capital, and in hav- 
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ing @ claim against either assets or reve- 
> nues, or both. 

In other words, the fundamental nature 
of the corporation is such as to emphasize 
elements of likeness and thus unite all sup- 


pliers of capital into one category, rather ° 


than elements of difference which, in the 
single enterprise, naturally separate lend- 
ers and owners into two categories. 

~~~ This distinction in the essence of an en- 
terprise and a corporation, if it is as basic 
as it seems to be, should also be reflected 
in the concept of insolvency. Should in- 
solvency always mean, for the corporation 
as well as the enterprise, that lenders shall 
replace the owners in having full title to the 
property? 

That may be logical and just in a time 
when business is conducted by isolated en- 
terprises and credit is timid unless given 
great protection. As a stimulus at that 
early date to the expansion of business on 
credit, the power of outright foreclosure 
would undoubtedly be more effective than 
milder measures. But it may be questioned 
whether the same severity is equally de- 
sirable in an era and in a country where 
credit is already the foundation of a very 
great portion of all business. It may per- 
haps even be argued that this combination 
of circumstances may lie at the root of our 
apparently uncontrollable periodic over- 
expansion of credit and business transacted 
on borrowed money. It might indeed be a 
most healthy development if borrowing of 

~the modern type were to become more diffi- 
cult. 

It may seem natural that financial diffi- 
culties within an enterprise under earlier 
credit conditions should lead to a procedure 
which permits the lender to take full charge 
of the borrowers’ assets. With the very 
great expansion of business on credit and 
the equally vast extension of large-scale 


} business in the corporate form, the natural 


consequences of financial difficulties is not 
the liquidation of the assets—who will buy 
the units which make up a 10,000-mile rail- 
road?—nor the complete transfer of title 


to lenders who generally will be no better 


' employers of hired managers than the dis- 
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possessed stockholders. Rather, the natural 
process because of the nature of a corpora- 
tion is one of reorganization of capital 
structure by mutual agreement among all 
suppliers of capital. 

Much as creditor, stockholder, and cor- 
poration relations may need an under- 
standing readjustment to fit them to mod- 
ern ideas and conditions, the place to ac- 
complish this is not in the law of dividends. 
Dividend law is not the place to set up 
regulations regarding insolvency or finan- 
cial reorganization. 

It is distinctly a note of progress to ob- 
serve that most states and the Uniform Act 
use other tests for dividends than solvency. 

If the assets test of a dividend were to 
be simplified, the solvency test should be 


the one dispensed with, leaving the capital-. 


impairment test alone to contest for prefer- 
ence over the profits test. But capital im- 
pairment is still an excess-of-assets test. 
There is still the possibility for confusion 
which was pointed out in the beginning 
where both this and the profits test are in 
the same statute, or so long as some states 
follow one test and some the other. And the 
capital impairment is still a test designed 
primarily to secure creditor protection 
rather than to relate dividends to their 
natural source. There is a difference be- 
tween saying that distributions must not 
be made out of capital and saying that dis- 
tributions must be made out of profits only. 
It is erroneous to assume as is often done 
that these two propositions are inter- 
changeable and can be expected always to 
give identical results. They are not inter- 
changeable and therefore one must ulti- 
mately yield to the other. 

Weiner’s concluding sentence is a clear- 
cut choice: “Dividend law will suffer from 
uncertainty and confusion until the theory 
that dividends are measured by the value 
of the assets is frankly abandoned.” He 


shows a preference for a profits test, where- — 


as the Uniform Act and a number of states 
which have followed that model seem defi- 
nitely to have chosen the test which de- 
pends directly upon the valuation of the 
assets—capital impairment. 
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One weakness of the assets test is that it 
usually leaves the basis of asset valuation 
/ undecided. “Aggregate of the assets” is a 
favorite phrase. Does that mean original 
cost, liquidation value, present, present re- 
placement costs, appraised value, or rea- 
sonable value? The statute leaves a great 
deal to the directors’ interpretation, sub- 
ject perhaps in the end to review by the 
courts if anyone raises the question. 

This basis for confusion and dispute has 
long been a part of corporation law. Re- 
cent enactments have only partly met the 
problem by making a specific exception for 
appreciation surplus and requiring such re- 
valuation to be deducted in arriving at the 
“aggregate of assets.” This eliminates cash 
dividends out of appreciation but the ques- 
tions arising from other valuation bases 
are not answered. 

Another weakness of the assets test is 
that strictly speaking it is a maintenance- 
of-capital test rather than a specific direc- 
tion regarding dividends—a negative 
rather than a positive control. Its theory 
is: maintain the capital fund for creditor 
protection and all else may be paid out in 
dividends. But there may be an honest dif- 
ference of opinion regarding just what the 
capital is which should first be maintained. 
Is it the stockholders’ original contribu- 
tion or a stated part thereof? Is it the 
equivalent of the original investment in as- 
sets at current replacement prices, or 
should it be an equivalent of investor-pur- 
chasing power? It is easy to see that a 
broad basis for much dispute still remains. 

It is not proposed to follow out all of the 
lines of discussion which might derive from 
the above. But some consequences of the 
influence of creditor protection upon divi- 
dend law can be examined further. 

Embedded in our law is the trust-fund 
doctrine of capital stock enunciated by 
Judge Storey in 1824. There the point was 
made that the capital stock was a pledge, 
as it were, to make more secure the credi- 
tors of a limited-liability company. It does 
not matter that a trust-fund doctrine is no 
‘ longer good pleading: one arrives at the 
same consequences by the theory that capi- 
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tal stock is the “holding out” of a condi- 
tion precedent for transacting business on 
credit. But from either point of view the 
creditor is still the center of interest. 

The creditor is presumably interested in 
his margin of security. In theory he has 
loaned at a small risk because #€_a fund 
existed to absorb losses before they could 
reach his debt. Capital stock impaired 
therefore is a creditor-margin impaired. 
What rights does the creditor acquire if his 
margin of protection should be impaired? 
The answer is: None (if the impairment 
originated in business losses) until the as- 
sets aggregate less than the debt, at which 
point the bankruptcy statute begins to run. 
The answer is also none if the original capi- 
tal fund is reduced by stockholder action 
which transfers stated capital to surplus. 
Only in case impairment arises from a divi- 
dend declaration does the creditor gain any 
real rights. And there are those who openly 
doubt whether creditors derive any real 
protection under the trust-fund or hold- 
ing-out doctrines.* A real legislative regard 
for the protection of the creditors’ margin 
would attempt to give them some specific 
rights whenever the assets fell below the 
original capital, or perhaps below the capi- 
tal as it stood when they made the loan. 

The mirage of the impairment test as a 
creditor protection is made still further 
evident in the freedom with which stated 
capital and paid-in surplus may be manipu- 
lated to reduce the margin of protection 
below that afforded by the full considera- 
tion for the stock. 

The merger of several corporations by 
exchange of shares raises the problem of 
prior surpluses. Strictly speaking, the new 
shares are issued for the total assets with- 
out distinction as to assets originally in- 
vested or assets saved from earned profits. 
But that would cause the new company to 
begin business—as new companies usually 
do—without an accumulated surplus out 
of which to pay immediate dividends. This, 
however, is not as satisfactory as it is to 
begin with a surplus. So ways and means 


* A. S. Dewing: The Financial Policy of Corpora- 
tions (1926) p. 25. 
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are devised for juggling the shares ex- 
changed so that the desirable result will 
emerge. This situation produces what has 
been termed “the practical necessity” for 
providing statutory authority for paid-in 
surplus in the Uniform Act. Just what ob- 
jection there could be to recording acquired 
surplus as earned surplus is not clear, un- 
less it is due to an over-stressing of the 
legal separateness of the identity of the 
old and the new corporations. 

But perhaps paid-in surplus could be 
accepted without much objection if it were 
limited to the merger situation. However, 
when it unites with no par stock and opens 
the way to separating all consideration re- 
ceived into arbitrary divisions of stated 
capital and paid-in surplus, then one begins 
to doubt the advisability of accepting with- 
out question even the apparently justifi- 
able paid-in surplus resulting from a mer- 
ger with an exchange of shares. Once the 
door is opened to substituting a stated 
value as chosen by the directors or stock- 
holders for the full consideration as the 
basis of the capital stock account, the line 
is moved still further back which indicates 
the point at which capital is impaired by 
dividends and creditors’ rights endangered. 

Creditors have had little real protection 
from the trust fund doctrine when capital 


stock represented the whole consideration | 


for the shares; they have had very much 
less if, say, half of that consideration is 
put in paid-in surplus and thereby left pay- 
able at the directors’ discretion. The ob- 
vious preference which legislators show for 
a capital-impairment test for dividends 
suggests a tender regard for the creditors’ 
security since the theory of that test rests 
upon maintenance of the capital fund. Yet 
giving direct statutory recognition to a 
stated capital which is deliberately less 
than the full consideration seems to imply 
that a capital fund for creditor protection 
is now much less important than formerly 
was the case. 

In fact the substitution of the profits 
test for the capital-impairment test would 
protect the creditors as much as they are 
protected now and that without the need 


of any trust fund doctrine to help. A prof- 
its test would, of course, make directors 
personally liable for any other kind of divi- 


dend and that would be as much protection * 


as the creditors now enjoy. They are not 
protected against a loss of capital in the 
course of business now nor would they be 
under a profits test. If a block is to be 
placed in the way of paying dividends out 
of current profits in the face of a capital 
deficit, the place to deal with that is in the 
section relating to reduction of capital and 
not in the dividend section. 

From all of the above considerations it 
would seem that the primary concern of 
dividend law has been and still is creditor 
protection. Throughout there seems to be 
a failure to recognize the fact that other 
parties may be even more concerned in the 
results of operations of a business than the 
creditors and that the interests of the 
former may not be satisfactorily met by 
describing divisible fupds in terms of ag- 
gregate assets and aggregate of debts and 
capital. For the management, for the 
holder of income bonds, for the owner of 
participating preferred stock, and for the 
government through its income-tax ad- 
ministration, correct profit calculations are 
much more important than correct surplus 
accounts and balance sheets. 

What could be more logical therefore 
than to rest dividend law upon the profits 
test which would serve all parties at inter- 
est equally well? After all, those who sup- 
ply the capital for modern corporations are 
not to be classified, as was the case long 
ago for single enterprises, into creditors 
and owners each with its different legal 
status. They are all suppliers of capital 


and they all are claimants against earnings , 
and residual assets according to the terms . 


of their respective contracts. They have 
more common than antagonistic interests. 

If under modern American conditions, 
the prevailing approach to a solution of 
the financial difficulties of business cor- 
porations is that of reorganization rather 
than foreclosure, it is no longer important 
to preserve the old insolvency concept as 
the basis of protecting the suppliers of cor- 
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porate capital or to rest dividends upon 
the prior maintenance of capital. As the 
need for a sharp distinction between lender 
and owner fades out, the need for a stated 
capital also tends to disappear since stated 
capital serves only to mark the boundary 
between these two parties. If stated capital 
be dropped from legal requirements and 
accounting practice, the point at which re- 
organization of capital structure must be 
undertaken, as well as the methods of shar- 
ing capital losses or apportioning assess- 
ments made to furnish working capital, 
would be those expressed in the capital- 
supply contracts or decided upon by sub- 
sequent mutual agreement between all par- 
ties, perhaps with the state as a referee. 
This type of adjustment would be much 
simplified by making it a regular practice 
to give more voice to creditors in current 
management, and at the same time a some- 
what less favored position in reorganiza- 
tion matters. 

The basic issue iss What measure of the 
funds available for dividends will be sub- 
ject to the least misconstruction and con- 
fusion? A simple answer that the measure 
is surplus, or excess of assets over debts 
and capital, will no longer suffice. And it 
may be doubted whether an adequate an- 
swer will be found in an extension of statu- 
tory exceptions and specific prohibitions 
made to bolster up a net agsets concept of 
athe proper dividend base.\What i 


isa frontal attack upon the question of 


smeeded 


what is a proper dividend base rather than 
a_rear-guard movement aim 


ua ed at stating 
those elements of a former dividend base 


not_now considered properly in- 
cluded. 


e acceptance of earned profits as the 
basis of dividends would not be free from 
difficult problems. We may be no more 
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ready to define the way to determine dis- 
tributable profits than to define capital 
maintenance. But the former problem offers 
less obstacles than the latter; there are 
more “footholds” to start with in the pro- 
fits concept of dividends. And accountants 
have much more experience and sounder 
ideas about profit than they have about 
capital. In fact the heart of accounting 
lies in profit and not capital, in the income 
statement and not the balance sheet. 

Space will not permit opening for dis- 
cussion here the argumentative questions 
regarding the determination of net earned 
profits as a dividend base. But accountants 
should not shrink from the task. There is 
much to indicate that the courts are only 
too willing to follow the lead of account- 
ants wherever they are clear in their ideas 
and logical in their reasoning. Account- 
ants, more than anyone else, are presumed 
to be experts in profits. They should take 
the lead in a rational clarification of these 
areas of confused ideas. 

Such a service would not be without its 
social significance. Recent experiences have 
suggested the need for some measure of en- 
larged control in the public interest over 
corporation finance and operation. For the 
most part these control measures have been 
aimed at the issue of securities, that is, 
aimed at controlling promotion. But pro- 
motion is secondary to the expectation of 
profits and expectations of future prof- 
its rests very largely upon the current 
and recent past experience in producing 
profits. 

It is clear therefore that a sound legal 
and accounting determination of real 
profits has much more significance than has 
the theoretical preservation of a margin 
for the protection of creditors of a limited 
liability corporation. 
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THE RELATION OF A COST ACCOUNTANT 
TO THE NRA CODES 


HERBERT F’. TaGGart 


HEN THE NIRA gave the President 

W power to impose “requirements for 
the making of reports and the keep- 

ing of accounts,” when it banned “unfair 
competitive practices” and indicated that 
“destructive price cutting” was one of 
them, and when the codes of fair competi- 
tion almost from the first provided for uni- 
form systems of accounting for industries 
and specified that selling products or serv- 
ices below cost was destructive price cut- 
ting, accountants began to sit up and take 
notice. Two days before the act was signed 
the National Association of Cost Accoun- 
tants, assembled in their 14th Interna- 
tional Cost Conference, sidetracked the 
technical discussion scheduled for one of 
their sessions and devoted an afternoon to 
“The National Industrial Recovery Act 
and What It Means to the Accountant.” 
All those present must have swelled with 
pride and joy when Colonel Nelson B. Gas- 
kill, the principal speaker, told them, 
“Your position in the great movement 
which dates from today is that of a vital 
leadership.” It is not difficult to under- 
stand what Association President Bullis 
had in mind when he referred to “these 
golden days.” Many a cost accountant 
must have felt that at last his status was 
to be changed from that of a poor relation, 
a sort of necessary evil, to that of cock of 
the walk. The NIRA was going to do for 
cost accounting what the income tax law 
had done years before for general account- 
ing. 
The NIRA does not, of course, consti- 
tute the first time that accounting has been 
given recognition as a means of facilitating 
the relations of government to private in- 
dustry. One needs only to point to the uni- 
form accounting systems devised by the 
Interstate Commerce Commission and the 
several state utilities commissions for rail- 
roads and utilities. The several Revenue 


Acts enacted since 1918 have in effect re- 
quired all taxpayers and potential tax- 
payers to keep such records as would make 
possible an accurate determination of the 
liability for income taxes. 

Prior to the NRA, however, cost ac- 
counting in the industrial sense has, with 
few exceptions, been thought of as strictly 
a private matter. Its primary use has been 
as a guide to management in the internal 
control of business operations. Cost ac- 
counting has been used very little as an in- 
strument of public control. The exceptions, 
however, are interesting and important. 

1. Railway and Public Utility Rate 
Cases. In setting rates for railways and 
public utilities the cost of doing business 
is of paramount importance. Cost account- 
ing in the industrial sense, however, has not 
played an important réle. Rather, the total 
cost of doing business has been ascertained 
on the historical basis. This information 
has been supplemented, wherever necessary, 
by special cost studies in cases where spe- 
cific rates for particular classes of service 
were in question. 

The Interstate Commerce Commission 
lias for a considerable time required the 
railroads to collect statistics intended to 
facilitate the division of operating costs be- 
tween passenger and freight service. A few 
years ago somebody conceived the idea of 
forcing the railroads to install very elabo- 
rate and detailed schemes of continuous 
cost accounting, quite analogous to the 
methods used in some industrial concerns, 
for the purpose of ascertaining with com- 
plete exactness the separate costs of han- 
dling different classes of traffic and in par- 
ticular of transporting specific commodi- 
ties over varying distances. The expecta- 
tion was that costs so determined would 
furnish a sound economic foundation for 
making specific rates. The Interstate Com- 
merce Commission took the idea seriously 
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enough to hold a long series of hearings and 
to compile large volumes of testimony. But 
apparently the arguments against the 
scheme were found to outweigh those for it, 
since nothing has been done along the line 
desired by its proponents. 

2. Patent Cases. Suits for damages for 
infringement of patent rights generally in- 
volve the determination of the profits made 
by the infringer as the result of his act. 
Such investigations require detailed cost 
studies of a highly specialized character, 
and books have been written on the ac- 
counting problems involved. 

3. The Federal Trade Commission and 
Unfair Competition. Since the cost ac- 
counting problems raised by the codes are 
almost entirely concerned with the rules of 
fair trade practice, a study of the previ- 
ous attempts to define fair competition is 
of considerable importance. The Federal 
Trade Commission Act, approved by the 
President on September 26, 1914, forbids 
“unfair methods of competition in com- 
merce.” It does not, however, specify the 
nature of the acts which it forbids but 
leaves it up to the Commission and the 
courts to determine whether or not particu- 
lar acts complained of are in fact unfair 
methods of competition. 

The Clayton Act, approved on October 
15, 1914, defined certain practices as be- 
ing unfair methods of competition. Among 
these the most important for the present 
purpose is something called “price dis- 
crimination” which is described in Section 
2. This section reads in part as follows: 


That it shall be unlawful for any person 
engaged in commerce, in the course of such 
commerce, either directly or indirectly to dis- 
criminate in price between different pur- 
chasers of commodities, . . . where the effect 
of such discrimination may be to substantially 
lessen competition or tend to create a monop- 
oly in any line of commerce: Provided, That 
nothing herein contained shall prevent dis- 
crimination in price between purchasers of 
commodities on account of differences in 
grade, quality, or quantity of the commodity 
sold, or that makes only due allowance for dif- 
ference in the cost of selling or transportation, 
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or discrimination in price in the same or dif- 
ferent communities made in good faith to 
meet competition. ... 


Although this law says nothing about 
cost accounting and does not forbid sales 
below cost, it is important to notice that 
differences in price between purchasers of 
commodities may be justified on the basis 
that they merely make “due allowance for 
difference in the cost of selling or trans- 
portation.” 

A study of the cases arising under the 
Federal Trade Commission and Clayton 
Acts gives little indication that either Con- 
gress, the Commission, or the courts are of 
the opinion that selling below cost, in and 
of itself, constitutes unfair competition. In 
the Mennen case, decided in 19238, the court 
quotes the Judiciary Committee of the 
House as having aimed Section 2 of the 
Clayton Act solely at price discrimination 
between localities for the purpose of driv- 
ing out competition. 

The report of this committee dwells on 
the 


practice of great and powerful combinations 
engaged in commerce . . . to lower the prices 
of their commodities, oftentimes below the 
cost of production, in certain communities and 
sections where they have competition, with the 
intent to destroy and make unprofitable the 
business of their competitors. . . . 


The practice condemned, it is evident, was 
not that of selling below cost but of selling 
at low prices, regardless of cost, in certain 
localities in order to destroy competition 
in those localities. 

In 1918 the Commission ordered Sears 
Roebuck and Company to stop selling 
sugar below cost. It was alleged that Sears 
had sold $780,000 worth of sugar on which 
it had lost $196,000. Sugar had been used 
as a loss leader to the deception of cus- 
tomers and the detriment of competitors. 
The court which reviewed the order, how- 
ever, thought it too sweeping and modified 
it so that prohibited, not sales below cost, 
but sales below cost accompanied by false 
representations that the company was in 
a position to buy and sell sugar more 
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cheaply than its competitors. The court 
remarked that it could 


find in the statute (The Federal Trade Com- 
mission Act) no intent on the part of Con- 
gress, even if it has the power, to restrain 
the owner of property from selling it at any 
price that is acceptable to him or from giving 
it away. 


The cost referred to in this case is appar- 
ently invoice cost, or the purchase price of 
the sugar itself, without regard to cost of 
doing business. Cost accounting cannot, 
therefore, be said to be involved, but the 
principle established is of interest, never- 
theless. 

In the Mennen case, previously referred 
to, the complaint was that the Mennen 
Company sold goods to wholesalers and to 
retailers at differing rates of discount re- 
gardless of quantity purchased. This, it 
was contended, constituted price discrimi- 
nation within the meaning of Section 2 of 
the Clayton Act. The court dismissed this 
contention without making any inquiry 
into whether or not as a matter of fact the 
price differential was justified by differ- 
ences in the cost of selling or transporta- 
tion. If an investigation of this matter had 
been made, it would have marked an im- 
portant point in the history of cost ac- 
counting, since at that time almost noth- 
ing had been done in the way of careful and 
scientific analysis of the costs of selling 
and distribution. 

In the current Federal Trade Commis- 
sion investigation of the contract under 
which Sears Roebuck and Company pur- 
chases its tires from Goodyear, the latter 
company has presented a large number of 
exhibits in the form of cost analyses to 
prove that its product is not sold to Sears 
at a loss, with the contention that as long 
as cost is covered no act of unfair com- 
petition has been committed. The Goodyear 
figures show a much lower cost for the tires 
sold to Sears than for tires of admittedly 
equal quality sold to dealers. The factory 
costs are almost identical, but Goodyear 
imputes almost no selling expense to the 
Sears product and a rather small amount 


of general administration. The contentions 
of the Goodyear Company are attacked on 
two grounds, one that the cost figures do 
not present a true picture of the situation, 
and the other that, even if they do, the 
contract puts Sears Roebuck in such an 
advantageous position as compared to its 
competitors that they are rapidly being 
destroyed. This, of course, would tend to 
result in monopoly and would obviously be 
contrary to the spirit of all anti-trust 
legislation. This case represents up to the 
present time by far the best example of the 
application of an advanced type of indus- 
trial cost accounting and cost analysis to 
a problem of public control of industry. 
The National Industrial Recovery Act, 
which received the approval of the Presi- 
dent on June 16, 1933, provides for codes 
of fair competition for trades and indus- 
tries. These codes according to the act 


shall be the standards of fair competition. 
.. . Any violation of such standards in any 
transaction in or affecting interstate or foreign 
commerce shall be deemed an unfair method 
of competition in commerce within the mean- 
ing of the Federal Trade Commission Act... . 


The elimination of unfair competitive prac- 
tices is one of the primary purposes of the 
act. Nowhere, however, does the act declare 
selling below cost to be unfair competition, 
although it gives the President power to 
make requirements for the making of re- 
ports and the keeping of accounts, and in 
Section 4 (b) “destructive price cutting” 
is mentioned as an activity “contrary to the 
policy of this title.” The fact that Section 
4 (b) happens to be the so-called licens- 
ing provision which expires on June 16, 
1934, does not change the fact that it was 
evidently the intention of Congress to in- 
clude destructive price cutting as one of 
the unfair competitive practices at which 
the act was in part aimed. Destructive price 
cutting, however, is nowhere defined. 

The first code of fair competition, that 
for the cotton textile industry, which was 
approved 28 days after the approval of the 
act itself, mentions destructive price cut- 
ting but does not attempt to do anything 
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about it. The Cotton Textile Industry 
Committee is empowered to present to the 
Administrator recommendations 


as to the keeping of uniform accounts as may 
be required to secure the proper observance 
of the code and promote the proper balancing 
of production and consumption and stabiliza- 
tion of the industry and employment. 


Its recommendations may also include 


the setting up of a service bureau for account- 
ing and other purposes to aid the smaller mills 
in meeting the conditions of the emergency 
and the requirements of this code. 


Further recommendations may be made 
with regard to 


methods and conditions of trading, the nam- 
ing and reporting of prices which may be ap- 
propriate to avoid discrimination, to promote 
stabilization of the industry, to prevent and 
eliminate unfair and destructive competitive 
prices and practices. 


All this does no more than the act itself 
toward defining destructive prices. 

The second code, that of the shipbuild- 
ing and ship repairing industry, approved 
July 26, 1933, declares it an unfair method 
of competition “to sell any product or serv- 
ice below the reasonable cost of such 
product or service.” This definition of de- 
structive price cutting, or a similar one, 
was eagerly seized upon by the proponents 
of a considerable majority of the more than 
400 codes which have been approved to 
date. 

No sooner had this apparently innocent 
rule been concocted than a myriad of ques- 
tions arose as to its meaning and effect. 
Opinions ranged all the way from the naive 
concept that it simply meant that from 
now on it would be a crime to do business 
at a loss to the cynical claim that the pro- 
vision is meaningless since it is impossible 
to determine cost. Some sincerely contended 
that it was and always had been morally 
wrong to sell goods or services below their 
cost; others sincerely felt that no justifi- 
able reason could be found for interfering 
between the owner of property and its 
prospective buyer, assuming that fraud, 
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coercion, and similar practices are elimi- 
nated. The Consumers’ Advisory Board felt 
sure that this provision, coupled with open 
price provisions, spelled the demise of com- 
petition. The Research and Planning Di- 
vision pointed out that high prices meant 
decreased demand, reduced production, and 
a slowing up of recovery. 

To some, the situation seemed very sim- 
ple. No one could sell below cost ; everyone 
must know his costs; such costs must be 
determined on a uniform basis—otherwise 
the rule was meaningless; everyone must 
have a uniform accounting system; after 
the system was installed, the costs so found 
would be the basis for price making; the 
accountant’s voice, formerly crying un- 
heard in the wilderness, would be the voice 
of a dictator—it must be listened to in or- 
der to keep out of jail. This was surely a 
prospect to hearten the entire profession. 
What had been attempted for many years 
under trade association auspices with many 
rebuffs and discouragements, had been 
done overnight by the Recovery Act and 
the codes. 

These optimists lost sight of just one 
thing: for the first time in history cost ac- 
counting had become a law. What may be 
entirely right and proper on a voluntary 
basis may be quite otherwise when it be- 
comes compulsory. 

The temptation to draw a comparison 
between this and the temperance-prohibi- 
tion situation is almost irresistible. 

A torrent of problems relating to defini- 
tion, procedure, administration, and en- 
forcement descended upon the Administra- 
tion. So troublesome had the matter become 
just before the Code Authority Conference 
in March, that General Johnson demanded, 
as the second of the twelve points in which 
the codes needed strengthening and im- 
provement, “A more effective rule on costs 
for the purpose of maintaining rules 
against sales below costs of production.” 
At this Conference Mr. A. D. Whit-side, 
then a Division Administrator, tock part 
of the blame for that which had gotten into 
the shipbuilding Code and started all the 
trouble. 
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“Now do not repeat this,” he said, “I wrote 
into the Code and said no shipbuilder or no 
member of this Code, whatever style we used, 
can sell a ship below the reasonable cost. I 
will tell you why I said that. The word, ‘rea- 
sonable’ has great elasticity, and when we find 
out what a ship costs, it is going to be just 
about three years from the day you give your 
price.” 


The implication was that the provision did 
no harm in the shipbuillding code because 
of its obvious impracticability. It had set 
a precedent, however. 

Some of the problems raised by prohibit- 
ing sales below cost are reflected in the 
evolution of the prohibitory clauses. In 
writing the clause for the shipbuilding code, 
Mr. Whiteside recognized the necessity of 
defining cost. For purposes of the code he 
defined cost as 


the cost of direct labor plus the cost of ma- 
terials plus an adequate amount of overhead, 
including an amount for the use of any plant 
facilities employed. 


These elements of cost were to be 


determined by cost accounting methods recog- 
nized in the industry and approved by the 
Committee constituted for the enforcement of 
this Code. 


Code No. 4, that for the electrical in- 
dustry, did not define cost, but specified 
that it should be 


determined in accordance with the uniform 
and standard method of costing . . . to be 
approved by the Board of Governors or 
Executive Committee of National Electrical 
Manufacturers Association. 


This costing system was to be a supplement 
to the uniform accounting manual of the 
electrical industry, previously developed as 
a trade association activity. This plan dif- 
fers from that of the shipbuilders in that 
the desirability of uniformity in cost-find- 
ing methods is recognized. Each ship- 
builder, apparently, might find costs to suit 
himself, as long as his methods met with 
the approval of the supervisory Committee. 
Furthermore, although it may be inferred 


that every shipbuilder must keep accounts, 
the electrical code specifies that 


every employer shall use an accounting sys- 
tem which conforms to the principles of and 
is at least as detailed and complete as the uni- 
form and standard method of accounting set 
forth in the Sixth Edition of the Manual of 
Accounting, prepared and published by the 
National Electrical Manufacturers Associa- 
tion, and a costing system which conforms to 
the principles of and is at least as detailed 
and complete as the standard and uniform 
method of costing. 


The electrical code also meets one of the 
earliest and most fundamental objections 
to prohibiting sales below cost by providing 
“that selling below cost to meet existing 
competition shall not be deemed a viola- 
tion” of the code. 

Without this exemption, it was con- 
tended, high-cost producers would be auto- 
matically barred from the market if low- 
cost producers were able and willing to sup- 
ply the demand at a price, including a mod- 
erate profit, less than the high-cost pro- 
ducers’ cost. The result would so hasten the 
action of economic laws as to be highly 
painful, and hardly conducive to recovery. 
However desirable it may be to eliminate in- 
efficient producers in the long run, it is 
hardly consistent with a program which 
seeks to maintain and increase current em- 
ployment. 

Code No. 9, that for lumber and timber 
products, provides for the establishment of 
minimum prices on the basis of “current 
weighted average cost of production.” This 
is the first provision of this sort and has 
been followed by a very few other codes. 
Notably that of the lime industry. The very 
controversial minimum price provision in 
the cleaning and dyeing code does not refer 
to cost as a basis for price setting. 

Most of the cost provisions in the codes 
follow very much the lines of those already 
cited. Early in the current year Colonel 
Robert H. Montgomery was temporarily 
in charge of the Division of Research and 
Planning. One of the chief results hoped 
for from his connection with the National 
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Recovery Administration was a more work- 
able cost rule than any which had yet been 
devised. Colonel Montgomery’s opinion as 
to the provisions which had been included 
in codes was well reflected by his address 
at the recent annual meeting of the Cham- 
ber of Commerce of the United States, in 
which he said: 


In my opinion a uniform cost formula is 
impracticable because there are too many un- 
known and unknowable factors to produce an 
accurate result. 

In school we were told that in an equation 
we could have no more than one unknown fac- 
tor or an accurate result would be impossible. 
The proponents of a uniform cost formula 
hand us from three to thirty unknown factors 
and ask us to produce a figure which we will 
use not only as a basis for fixing sales figures 
but the figures may be used as a limit below 
which you must not sell or you will go to jail. 


He recognized the desirability of encourag- 
ing the use of cost accounting as a method 
of internal control, and was of the opinion 
that provision should be made in the codes 
to this end, but he insisted that destructive 
price cutting could not be eliminated by 
prohibiting sales below cost. He sponsored 
a new rule which provided, in brief, that in 
periods of emergency no one should sell be- 
low the “lowest reasonable cost” of the 
article or service in question. His intention 
was that the procedure should be to wait 
until a complaint was received that a mem- 
ber of the code was indulging in destructive 
price cutting and then to investigate that 
particular complaint in order to determine 
whether or not it was justified. Each com- 
plaint was to be handled on the same basis. 
No uniform cost formula or uniform meth- 
od of procedure was to be adopted. All 
facts were to be taken into consideration 
including costs, competitors’ prices, the 
economic condition of the industry, the 
financial history and condition of the mem- 
ber complained of, and all other pertinent 
data. However sound such a program may 
be theoretically, it seems, practically speak- 
ing, to be suited only to a more leisurely 
type of control than that which the N.R.A. 
contemplates. It might be satisfactory for 
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the Federal Trade Commission purposes, 
but the flood of complaints which would 
descend upon the N.R.A., all demanding 
an immediate settlement, would overwhelm 
the organization. 

Nevertheless, the code clause promoted 
by Colonel Montgomery has been adopted 
in a number of codes but the procedure con- 
templated is quite different from that which 
he contemplated. The Code Authority, with 
the advice and consent of the Administra- 
tor, proceeds to determine in advance the 
“lowest reasonable cost” of the commodi- 
ties or services which the industry pro- 
duces. These costs are proclaimed to the 
industry and become minimum prices below 
which no one shall sell except in case of 
distress or in certain other circumstances. 

At the present time a somewhat different 
idea is being advocated. Two rules are set 
up, one to be the basis for procedure in 
what might be termed “normal” times and 
the other an emergency provision which 
follows very much along the line of the 
provision just described. The normal pro- 
vision does not prohibit sales below cost but 
specifies that uniform methods of cost ac- 
counting and cost estimating shall be es- 
tablished. If a member of the industry is 
accused of destructive price cutting, he 
may base his defense either on the ground 
that the price complained of is justified by 
existing competition, or that it is his only 
means of disposing of dropped lines or 
distress goods, or that he 


has in good faith endeavored to make proper 
use of the announced cost estimating methods. 


How this kind of provision will work out 
it is, of course, impossible to say. 

Some of the questions and problems aris- 
ing out of the program for eliminating de- 
structive price cutting have already been 
indicated. It may be well, however, to re- 
cite a list of these questions for the purpose 
of indicating the detailed problems with 
which the Administration has had to deal. 
To some of these questions I shall indicate 
a partial answer but the answers to most 
of them will have to be left for the time be- 
ing to imagination, either because they 
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have not been answered or because a state- 
ment of the answers and the reasons there- 
for would fill several volumes. 

The most fundamental question of all is 
—Why forbid sales below cost? The an- 
swer to this, in part, is given by the rep- 
resentatives of industry who may be quoted 
in the following words: 


We have given you wages and hours, now 
give us cost protection. Our members are not 
interested in the code without something in 
it for them. 


Although there is some question as to 
the validity of this type of argument, there 
is no doubt that the members of industry 
believe in it and that this viewpoint can- 
not be entirely ignored. 

The second question, a very obvious one, 
a question which involves a whole series of 
subsidiary questions, is—What is cost? I 
shall make no attempt to answer that. 

The third question:is—How is cost to be 
determined? In most codes that is answered 
in part by the provision for the develop- 
ment and adoption of a uniform cost ac- 
counting system which is to be utilized by 
each member of the industry in finding his 
own costs. This is by no means a final an- 
swer, however, since it depends on an af- 
firmative answer to the question—Can cost 
be determined? Although this surely can 
be done well enough for practical purposes 
in many cases, he would be a rash man who 
would claim that it can be done well enough 
for legal purposes in all cases and under 
all conditions. 

A related question is—When is cost to be 
determined? This is most important, since 
it is probable that among manufacturing 
industries and the service trades an over- 
whelming percentage of selling is done in 
advance of production. It is safe to say 
that nearly 100% of all prices are made 
before actual cost can be determined in any 
literal fashion. In the case of the ship- 
builders, Mr. Whiteside was apparently 
thinking only of actual costs, determined 
after production had taken place. Obvious- 
ly the only workable rule is one which con- 
templates the determination of costs in 


whole or in part before production. The 
fact that costs must thus be predetermined 
entails in itself a whole series of questions. 

Another question is—Whose cost is to be 
used as a basis? The most frequent answer 
to be found in the codes is the cost of the 
individual member of the industry. Some- 
times, however, it is an average cost, either 
of the entire industry or of certain divi- 
sions. These divisions may be on a com- 
modity basis or on a geographical basis. A 
type of average cost is the “modal” cost 
provided for by the codes of the retail lum- 
ber and builders’ supplies trades. In the 
rubber manufacturers’ code it is “the cost 
of the most efficient member of the” indus- 
try. In the malleable iron code the Code 
Authority is required to “determine periodi- 
cally fair and reasonable costs of produc- 
tion in the industry for different types of 
malleable iron castings.” These are to be 
the costs below which no member may sell. 

Are any exceptions to be allowed? The 
exception to meet competition is obvious- 
ly necessary although it in turn entails 
many questions. Likewise the exception for 
the disposal of distress goods, for the dis- 
posal of seconds and the like, is obviously 
desirable. In a number of codes exceptions 
are granted for export purposes on the as- 
sumption that the prices at which a pro- 
ducer sells his goods abroad have nothing 
to do with fair competition within the 
United States. 

If the exception to meet competition is 
adopted, whose competition is to be met? 
How is the Code Authority to know that 
the sale below cost is justified on this basis? 
How is the individual producer to know 
that goods of like character are being sold 
at lower prices than those indicated by his 
own costs? Furthermore, exactly what does 
it mean to meet competitive prices? This 
raises questions of quality of goods and 
services and with regard to the services 
which accompany goods. For example, is a 
widely advertised brand of coffee, such as 
Maxwell House, exactly the same thing 
as a locally roasted brand which is of the 
same grade but has no name? If it is, the 
sellers of Maxwell House can presumably 
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meet the competition of the local brand by 
selling at its price regardless of the much 
higher distribution costs of the more wide- 
ly advertised brand. If it is not, there must 
presumably by some differential between 
the two. But what the differential should 
be, and who is to determine its amount are 
questions as yet unanswered. 

If an exception is to be allowed for dis- 
tress goods, who is to say when goods are 
in distress? Is it not possible for an un- 
scrupulous producer to utilize this excep- 
tion as a loophole for the disposition of 
practically his entire output at prices 
which give no regard to cost? 

How is the Code Authority to discover 
that a sale below cost has been made? The 
answer to this is, simply, through com- 
plaints. A few codes provide for reports 
of costs and sales but these are not ade- 
quate for this purpose. It is constitution- 
ally impossible to require anyone to in- 
criminate himself and the Code Authority 
can hardly expect anyone to incriminate 
himself voluntarily. In any event, such 
reports in the aggregate are of no value 
except as rough indicia, since what is pro- 
hibited is any sale below cost and not mere- 
ly that all sales combined must not be less 
than all costs combined. As a matter of 
fact, by reason of the only equitable defini- 
tions of cost elements that could be 
adopted, even the fact that a producer had 
operated in the red over an extended period 
would not prove that he was a violator of 
the code. 

What is to be the procedure for investi- 
gating violations? Only a few codes have 
gone into this matter to any extent. An 
example is that of the coffee industry which 
provides that: 


Upon complaint against any member of the 
industry of a violation of this Code, the Coffee 
Industries Committee may, upon authority 
granted by the Administrator, designate a 
firm of Certified Public Accountants, or pub- 
lic accountants having equal qualifications, to 
examine, during the usual hours of business, 
the books and records of the member of the 
industry against whom complaint has been 
made. Only such books and records as pertain 
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to the alleged violation may be examined by 
the accountant employed, and said accountant 
shall not reveal to the Coffee Industries Com- 
mittee any other information obtained than 
information which is pertinent to the alleged 
violation. 

Query: Who is to pay for the investiga- 
tions? 

A question of coordinate importance to 
that concerning the nature and content of 
cost is—What is selling price? All parties 
are fairly well agreed on the definition of 
this term which is, of course, the net reali- 
zation after all forms of discounts and al- 
lowances have been deducted, but this defi- 
nition does not, by any means, dispose of 
the problems involved in any actual case. 

The questions above outlined are only 
a few of those which beset the heart of the 
problem. They are fundamental. After they 
are fully answered, there remain a host of 
specific questions with regard to every in- 
dustry, the terms of every code, and every 
item of cost and expense, from the purchase 
of raw materials to the salesman’s commis- 
sion. With all these questions I shall not 
attempt to deal. I should like, however, to 
make a brief appraisal of the possible ef- 
fects of the provisions of the codes on cost 
accounting and cost accountants. 

The foregoing problems make it quite 
clear that accountants need not look upon 
the Recovery Act as having ushered in the 
millenium. The case is by no means as clear 
as that. Unemployment for cost account- 
ants is not a thing of the past. As a matter 
of fact, if cost accountants were placed in 
the position where some of their own num- 
ber would like to see them, there is little 
doubt that, in the long run, it would be a 
bad thing for the profession. Imposed dic- 
tatorships are notoriously unpopular, and 
the dictators are apt to lose their heads 
when the dictatorships are removed. What- 
ever strict adherence to the no-selling-be- 
low-cost rule might do now for the employ- 
ment of cost accountants, the inevitable 
reaction hereafter would throw many of 
them out of work. 

The sensible view is that cost account- 
ing has been given a potentially powerful 
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boost. The importance of knowing ‘costs 
has been officially brought to the attention 
of every member of nearly every industry. 
Considerable amounts of money are being 
spent in the preparation of uniform cost 
accounting methods and in the collection 
and dissemination of cost data. The cost 
accountant’s long-time conviction that 
costs should not be entirely ignored when 
selling prices are set has received authori- 
tative sanction, even though the notion 
that cost, plus a profit, should be the sole 
basis for price making has obtained little 
support. What cost accountants should do 
is to accept these gains in a spirit of humili- 
ty and to proceed to consolidate them by 
the exercise of discretion and common 
sense. “I-told-you-so” has no place in this 
program. Accountants cannot afford to 
lose sight of the legal, economic, and psy- 
chological pitfalls that lie in their path. 

A final warning may not be amiss. The 
primary justification for cost accounting 
has always been and must continue to be 


that it is an essential tool of management. 
Cost accountants can make a good case for 
themselves, in the long run, only in this 
field. Cost accounting is not primarily a 
price-making device. The present emphasis 
on this function is not healthy. Cost sys- 
tems set up and installed with an eye single 
to price-making are bound to lose caste 
when the emergency is over and the empha- 
sis on prices as a basis of fair competition 
is past. 

Cost accountants must continue, as in 
the past, to prove their worth to manage- 
ment on the ground that they furnish facts 
for the guidance of internal policies. They 
furnish data on what to produce and how 
to produce it; on who is efficient and who 
is not, and why; on wastes and losses and 
how to correct them; on savings and the 
rewards therefor; on what departments, 
branches, lines, and products are making 
money, and what are not. If cost account- 
ing cannot be sold for these purposes, it 
cannot permanently be sold at all. 
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THE BACKGROUND OF ACCOUNTING 


ELMER HaArTZELL 


CCOUNTING is usually regarded as an 
A adjunct of commerce or industry 
which has at the most a tenuous 
relationship to the structure and theory of 
science and slight discernible similarity to 
forms of political organization. An inspec- 
tion of a few of the fundamental outlines 
of the subject indicates, however, that 
science, political organizations and ac- 
counting are interrelated and that a change 
in one of them presumes an alteration of 
the others. It is intended in what follows 
herein to sketch several of the organic simi- 
larities. 

It was no accident that the double entry 
system of accounts was introduced in Italy 
in the territory and prior to the period in 
which Galileo performed experiments to 
prove conclusions concerning the action of 
gravity and the phenomena which modify 
its effects. Experimentation involves con- 
trolled observation of a series of events 
and in the case of the experiments there was 
an observation of their action against a 
background of natural forces, the results 
of which were put into summary expression 
or formula known as a law. Accounting has 
the same general background in that the 
effects of a selected group of activities in 
its reaction with its environment are re- 
corded; it is one of the tools for the con- 
trol of a business. 

Accounting centers around two classes 
of records, the balance sheet and the profit- 
and-loss statement. Taken together they 
exemplify the mechanical theory of physics 
as well as the physiological or organic 
theory which is associated with evolution- 
ary processes in which time is cardinal. An 
initial and fundamental point of contact 
and the basis for both the physical sci- 
ences and accounting is present, to begin 
with, in the number system which is common 
to both. The number one (1) is primary in 
that every other number is divisible by it, 
thus presuming the homogeneity and divisi- 
bility of those things to which the numbers 


are assigned. Their homogeneous and 
divisible character is further amplified by 
the operations of addition and subtraction. 
In physics the action of the forces of na- 
ture are measured by assigning numerical 
values of the number system to carefully 
defined units and their combinations; in 
accounting things are, likewise, brought to- 
gether into a complex whole by the assign- 
ment to things of values which have been 
worked out through the action of many 
buyers and sellers. The positive sums of 
these values are, on a balance sheet, called 
assets and the negative ones are referred 
to as liabilities. The principle of the equa- 
tion is utilized by the insistence that the 
two sides must balance. This is accom- 
plished by offsetting the assets by the true 
liabilities and, in addition, by a sum, which 
remains over and above these, which is des- 
ignated “proprietorship.”* It represents 
what belongs to certain individuals as the 
result of the interplay of economic forces 
and thus points to the oncoming of a ré- 
gime of private property and individual- 
ism. The fact that numerical values may 
be assigned to property is indicative of a 
drawing apart of the ownership and use 
of wealth inasmuch as it may now be re- 
garded with the impersonality requisite for 
putting the possessions within the frame- 
work of numbers; and the operations car- 
ried on arithmetically with the values of 
the balance sheet, involving as they do a 
shifting about from one place to another, 
imply a society so organized as to make 
possible a considerable mobility of capital 
and the legal transfer of the same through 
a market from one person to another. 
The conceptual foundations of account- 
ing were essentially the same as those of 
the physical sciences. Double entry book- 
keeping rests on the basic principle, logi- 
cally carried out, of “comprehending all 


Under modern conditions proprietorship has 
become a liability to stockholders. 
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phenomena purely as quantities,” and “it 
was the supremacy of book values, whose 
abstract system was quickly detached from 
personality by double-entry bookkeeping 
and worked forward by virtue of its own 
inward dynamism, that produced the mod- 
ern capital that spans the whole earth with 
its field of force.”* The action and reaction 
of Newtonian mechanics is duplicated in 
accounting by the offsetting of every debit 
by a credit; the law of the conservation 
of energy is paralleled in the maintenance 
of capital and by the requirement that re- 
ceipts and expenditures shall balance ;* and 
the co-ordinate geometry of Descartes has 
its locus in the business world in the bal- 
ance sheet. The assignment of numerical 
values to goods and services was, moreover, 
evidence of the appearance of that imper- 
sonal attitude presumed to be an impor- 
tant characteristic of the scientific meth- 
od. In the handicraft stage the efforts of 
men were not mediated to the extent now 
prevalent by a host of accessories which 
separate them from the rhythm and action 
of the forces of nature. The personal rela- 
tionships thus established were not suscep- 
tible except implicitly to definitive quanti- 
tative determination and the scale of val- 
ues was thus of a qualitative rather than 
a quantitative character. The leading 
principle mathematically was one of “or- 
der” rather than numerical equivalence. 
Ethically the shift was one with wide rami- 
fications. The greater use of a quantitative 
form of expression implied a cleavage be- 
tween an inner and an outer, that is, be- 
tween the spiritual and the material. As 
the separation widened mind was set in 
opposition to nature and with the grow- 
ing independence of it the separation be- 
tween means and ends became wider and 
the spiritual hierarchy centering in the 
Kingdom of God and represented by the 
Church gradually gave way to agnosticism 


?Sombart, Der Modern Kapitalismus, II, 119. 

*Spengler, Decline of the West, II, 493. 

*In practise this becomes a “moving equilbrium” 
of money values or of “inputs and outputs” of en- 


ergy. 


or materialism and the predominance of 
temporal power. 

It is apparent that the sharp distinction 
made by Thorstein Veblen® between the 
ethical conduct of the engineer, the applied 
scientist, and that of the business man is 
not a fundamental one. The pecuniary sys- 
tem of which he speaks and the ethical 
standards governing it have the same root 
as the science which he eulogizes. Science is 
concerned with means rather than ends and 
thinking in terms of money is essentially 
comparable to that of the scientist. In both 
instances the simplicity of direct contact 
has been mediated by abstractions which 
enable the relations of impersonal forces 
to be co-ordinated. It is in the field of tech- 
nology that practical use is made of the 
laws thus obtained and it is within the 
setting of the technical apparatus of the 
machine civilization that the business man 
carries on his work. The measure of the 
results obtained is money. It is one of the 
mediums, the essences, through which the 
interplay of men with their environment is 
expressed. As such it is abstract and sub- 
ject to the impersonal characteristics, as 
to its effects on others, of a calculation in 
theoretical physics. Money and credit ex- 
pressed in terms of money are, in fact, 
focuses of power and are analogous con- 
ceptually to electrical energy—an invisi- 
ble, homogeneous, indefinitely divisible 
source of power. The transition from metal- 
lic coins as a medium of exchange to credit 
has taken place coincidentally with the 
investigation of physical phenomena which, 
as an electric current, may not be seen or 
felt as a material object. 

The first treatise on double-entry book- 
keeping had its origin fittingly enough in 
the country and the period which produced 
Machiavelli’s “The Prince.” The State at 
that time had fallen into a number of war- 
ring principalities and political aims were 
to be realized according to Machiavelli by 
methods which were coldly calculating, 
ruthless, and selfish. The goal of action was 


5 Among other places, in his book, The Engi- 
neers and the Price System. 
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to be referred to the conspirator himself, 
thereby subordinating or relegating to the 
background the norms of the Church. A 
portent of the new order was contained in 
the new system of bookkeeping. In it may 
be seen the forerunner of the disintegra- 
tion of the old hierarchies of feudalism. The 
locus of a group of worldly values now 
passes over to business firms within which 
is the center of reference and the measure 
of value is to become an impersonal medium 
—money. The conquest of nature and the 
organization of the means for that purpose 
which were on the way were also eventually 
to be expressed in the classifications or 
categories of the balance sheet. In it, fixed 
capital was to be distinguished from circu- 
lating capital and the interplay of me- 
chanical operations and business transac- 
tions was to be summarized in a proprie- 
torship account which rose or fell accord- 
ing to the varying fortunes of the business. 
A régimé of private property was in the 
making, indispensable to which was the 
separation of one person’s wealth from 
that of others and a way by which increases 
or decreases in value might be registered. 
In a later day the impetus to a separation 
of control and ownership was accentuated 
by the use of borrowed capital and in the 
modern corporation the changed structure 
of society is apparent in the control of vast 
resources through holding companies, as 
well as the diffusion of ownership through 
shares of stock. 

The correlation between the form of 
business ownership and the form of politi- 
cal government is no less direct, evidence 
for which may be obtained by observing 
the successive changes in the “proprietor- 
ship” account. As the simplest units we 
have, originally, numerous small firms in 
whom ownership as well as management 
centered in a single individual. This form 
then gave way to the partnership in which 
liability for debts was absolute yet par- 
ticipation in the activities might or might 
not be active. The next stage in the transi- 
tion was reached in the joint stock com- 
pany in which neither activity in the man- 
agement or unlimited liability was de- 
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manded, and in the corporation of today 
the functions of a management elected 
through the stockholders may be as com- 
pletely separated from ownership as are 
those of the political representatives of 
the people. 

The problems to be dealt with by the 
accountant are carefully limited as in any 
scientific procedure by confining attention 
to only a section of the field of business, 
that is, to some particular firm. This is 
made possible without losing contact with 
the world at large through the system of 
values which is worked out on a personal 
basis in all parts of the exchange organiza- 
tion, the generalized results of which may 
be transferred impersonally to accounting 
records. The chief problem of the account- 
ant is to represent adequately the funda- 
mental categories of space and time in con- 
formity with the requirements of business 
and to bring them into a harmonious re- 
lationship. This he accomplishes through 
the balance sheet and the income statement. 
The details of the give and take of busi- 
ness are not entered, however, directly into 
these records. In connection with them are 
kept a series of books which classify in more 
or less detail the raw data under the vari- 
ous headings found in the income statement 
and balance sheet. It is an important prin- 
ciple that every entry must be offset by a 
contrary one of equal amount or, in other 
words, for every debit there must be a 
credit. The mass of raw data is by this sys- 
tematic classification and the opposition 
of one item by another converged through 
a process of cumulative change toward the 
broad divisions of the income statement and 
the balance sheet of which the focus in the 
one is net profit and in the other propri- 
etorship (or capital stock and surplus). 
This procedure is broadly analogous to 
the solution in economic theory of a prob- 
lem of the price of a commodity, in which 
the total quantity of the article that is de- 
sired at each particular price is compressed 
into a table. The manipulation of such data 
has as part of its background the idea of 
a supply which is co-ordinate with a de- 
mand. The next step forward from this 
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simplicity is the enrichment of the mean- 
ing of the concept supply and demand by 
splitting it into parts expressed as terms 
of the right and left hand members of an 
algebraic equation. The equation is then 
elaborated by extending it into a series 
whose central unifying fact is brought out 
as in the solution of simultaneous equa- 
tions. This way of treating prices as part 
of a process or moving equilibrium is ex- 
plicitly that of Gustav Cassel in his Theory 
of the National Economy* and it has been 
exemplified more recently with greater 
mathematical completeness by H. L. 
Moore.” 

The procedure of accounting in which 
a mass of data is converged and resolved 
into a group of representative accounts is 
also broadly analogous to that of dynamics 
in which by the use of “fluxions” or the 
calculus and a vector analysis the action 
of a body is followed under the pull of op- 
posing forces. In the same way, in the doc- 
trine of natural selection a struggle for ex- 
istence takes place which, through a series 
of successive changes, determines the make- 
up of an organism and, likewise, in the 
political arena of a liberal or democratic 
state the conflict of political parties, com- 
posed as they are of voters who express 
their choice by the ballot, has as its re- 
sultant the emergence of a victorious can- 
didate. The succession of office holders is, 
moreover, not fixed as with a hereditary 
succession of monarchs or a dictatorship 
but is subject to review at frequent inter- 
vals by a repetition of the same competi- 
tive process. 

The balance sheet characterizes essen- 
tially the category of space in that the as- 
sets within it are largely of a material na- 
ture; the income account on the other hand 
represents a process and its category is 
time. The two are fundamentally similar, 
yet the exigencies of the situation require 
that they be separated inasmuch as a frame 
of reference, the classifications of the bal- 


*See in particular Chapter IV on “The Mechan- 
ism of Pricing.” 
*See his book on Synthetic Economics. 


ance sheet, is necessary as a background 
against which to trace the results accom- 
plished as recorded in the income accounts. 
The difficulty is overcome by viewing the 
one, the balance sheet, as referring to a 
succession of events in a period of time, 
say one year. By thus regarding the same 
situation from the standpoint of a particu- 
lar point in time the sense impression of a 
totality is obtained thereby giving rise to 
the static and material objects of the bal- 
ance sheet, whereas in the income account 
the material aspect is subordinated by dif- 
fusing the impression of the situation in a 
process which extends over a period. 

The character of this procedure is in ac- 
cord with the modern view that objects do 
not possess the materiality which is usu- 
ally attributed to them. Implicit in such 
a doctrine is the acceptance of a space-time 
rather than a space and a time, that is, 
space and time are not distinct. The rele- 
vance of such a conception to accounting 
consists in the recognition that the bal- 
ance sheet and income account are insep- 
arable, the former of which views the set of 
factors at a point of time whereas the other 
views it in its temporal aspects. The in- 
come account, in other words, is merely a 
statement of what takes place with the as- 
sets in a succession of instances, and 
theoretically therefore the one could be re- 
duced to the other. This conclusion has an 
important bearing on the question of capi- 
tal and income, concerning which the pre- 
vailing opinion appears to be that income 
is a conception more fundamental than 
capital® and that capital value is derived 
by capitalizing income. The fact is, how- 
ever, that the emphasis placed on income is 
an arbitrary one which is derived from the 
peculiar vantage point of the expositor. 
In accordance with recent physical science 
it may be stated as an emphasis arising 
from an observer who is in motion rather 
than at rest with respect to some frame of 
reference. In a society such as our own, for 
instance, in which violent or even convulsive 


*See J. B. Canning, The Economics of Account- 
ancy, p. 175. 


| 

} 


162 


disturbances are as typical as slow prog- 
ress, the tendency would be present to em- 
phasize processes or the temporal charac- 
ter of events and thus in theory to obtain 
capital values by the capitalization of in- 
come. On the other hand, in a society in 
which change is slow the emphasis could 
just as reasonably swing over to the other 
extreme. The difference in a practical way 
is brought out by the care exercised to con- 
serve the principle of an investment, as is 
customary in France, as compared with 
the more speculative attitude towards his 
funds which is characteristic of the Ameri- 
can. 

Accounting as it is now conducted is con- 
cerned with the effect of a policy on the 
individual firm or business, only incidental 
consideration being given to the larger so- 
cial setting. It is presumed in theory that 
the economically proper thing will be 
worked out through the action of the price 
system. As corporations grow to great 
size, however, their own policies have a per- 
ceptible effect on events and an impercepti- 
ble shift is begun toward a view which en- 
visages the total situation. The manage- 
ment of the American Telephone and Tele- 
graph Corporation, for example, limits the 
return on its invested capital to a moderate 
amount, and the actions of the U. S. Steel 
Corporation in raising or lowering wages 
are regarded as having an important in- 
fluence on other firms. The opinion may be 
hazarded therefore that there will be a 
movement toward a resolution of costs 
which may be called Social Accounting, the 
objective of which will be the harmonization 
of the viewpoints of the business firms and 
human interests at large by tracing the 
effects of particular policies on groups 
other than those directly concerned. The 
work of Pigou in Wealth and Welfare 
points the way by the application of a 
calculus which treats economic quantities 
as variable magnitudes so related’ to one 
another that for every value of one there 
is a corresponding value for the other. John 
Maurice Clark has, likewise, gone at the 
problem by using the accounting concept 
of overhead costs, an essential fact of which 
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is that an increase or decrease in output 
does not involve a proportionate change 
in costs. Such a functional analysis aims 
to show, for instance, how the burden of 
unemployed workers is passed on from the 
individual concern to society and how such 
unemployment may be minimized by 
smoothing out seasonal and other business 
cycles. It involves essentially a type of en- 
lightened control which is carried on with- 
in the price mechanism by a large number 
of separate entrepreneurs, thereby accom- 
plishing within a capitalistic framework 
that which would be aimed at by a central 
board with dictatorial powers. 

It is plain that here has been a shift in 
ideas from those of bookkeeping to ac- 
counting and from the latter to a broader 
field of social accounting, a part of the 
significance of which is that a transference 
of ideas may take place between it and the 
social sciences with reasonable ease and 
without confusion of the subject matter. 
Accounting itself has been acquiring the 
characteristics of a science in that (1) a 
number of basic principles for governing 
accounting procedure have been established 
concerning which there is a general agree- 
ment, (2) a technique has been developed 
for a detailed reporting of facts which have 
a precise meaning with respect to a given 
objective and (3) the measurement of the 
results of business operations in terms of 
the objective, vis., profits, enables a con- 
trol to be exercised over industrial proc- 
esses. As an offshoot of these developments 
the technical subject of cost accounting 
has become prominent, the newness of which 
has obscured the manner in which its tech- 
nique may be given broader application. 
It is sometimes said, for instance, that cost 
accounting is really a separate subject, the 
inference being that the development of its 
major outlines is having an independent 
growth. It is likely, however, that the fa- 
miliarity of the accountant with the con- 
ceptual apparatus of cost accounting will 
be conducive to the origination of a social 
accounting with the requisite breadth, flexi- 
bility and precision. The cost accountant 
is, in brief, concerned with problems of 
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value in that he has the task of bringing 
a host of factors without mathematical 
equivalence and with differing degrees of 
commensurability into a functional unity 
or coherent pattern. Expressed mathe- 
matically he obtains concrete evidence of 
the fact that a cost is a “function of many 
valuables” and his work thus may pass 
over into economics and become concerned 
with problems of social cost in that a tech- 
nique is being worked out which will be use- 
ful in equating such imponderables as the 
relative values of a quantity of labor and 
of capital, and the indirect costs of unem- 
ployment. 

Other evidence which points to an en- 
largement of the scope of accounting is in- 
dicated by the stages of the following out- 
line wherein a line of development is sug- 
gested which appears to be definitely to- 
wards a national outlook: 

1. Bookkeeping of small firms and part- 

nerships. 

. Accounting of corporations. 

. Accounting from the standpoint of 

an industry. 

. Accounting from the standpoint of 

a group of industries. 

5. National accounting, under condi- 
tions which vary from a minimum 
of governmental control to a “planned 
economy” or socialism. 


(a) Application of accounting prin- 
ciples to the measurement of the 
balance of foreign trade.° 

(b) Application of accounting prin- 
ciples to the measurement of the 
national wealth and income. 

The trend which is pointed to should 
occasion no surprise inasmuch as it has 
been exemplified in the shift from small, 
privately owned business of fifty years ago 
to the large corporation of today with 
widely dispersed groups of stockholders. 
Consolidated balance sheets and income 
statements, which co-ordinate the reports 
of the several units of a corporation, have 
in the meantime become commonplace and 
it is but a step from that point to a con- 
sideration of an industry, and from there 
to industry as a whole. It may be antici- 
pated as a result that the meaning of such 
fundamental ideas as costs and profits will 
be transformed as the means become avail- 
able for bringing a national perspective in- 
to a quantitative relationship with the af- 
fairs of individual corporate units. 

*The book by Cleona Lewis on The Interna- 
tional Accounts is a good example of the way in 
which the principles of accounting have been util- 
ized for the measurement of the volume of foreign 
trade; also ‘the recent annual bulletins of the 
United States Department of Commerce which 


summarize the balance of trade of the United 
States. 
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“PROFESSIONAL ETHICS AND THE STUDENT 


Maurice E. PELOvuBEtT 


“Why do you not poison your grand- 

mother?” there would be a variety of 
replies. Some would say “I have a genuine 
affection for her and would not wish to 
harm her in any way.” Another might say 
“The idea never occurred to me. It is too 
preposterous to think of.” A third might 
say “It is not customary to poison rela- 
tives, even if they are a little trying at 
times.” Very few would immediately say 
that they were restrained from such an act 
primarily because they knew it was illegal. 
For most of us a query like this raises no 
legal or ethical question of importance. 
However, if an enderly woman, for whose 
welfare you are responsible, was ill and in 
great pain and it was as certain as any- 
thing could be that life could not be sus- 
tained more than a few hours or days and 
it was possible, merely by refraining from 
carrying out some doctor’s order, to ob- 
tain a merciful release for the sufferer 
somewhat sooner than would have been the 
case if the doctor’s orders had been car- 
ried out, a genuine ethical question would 
be raised as well as a legal one and the ac- 
tion of any one confronted with such a dif- 
ficulty, whether he acted rightly or wrong- 
ly, would be based primarily on an ethical 
motive or on fear of legal consequences. 

This case is not brought forward be- 
cause of any particular interest in its solu- 
tion but to show that the only questions 
of ethics which have any genuine interest 
for the student or the examiner are close 
or doubtful ones. 

It has sometimes been said that if the 
Golden Rule were generally applied there 
would be no particular reason for rules of 
ethics. While this may perhaps be true in 
those ethical questions which bear on rela- 
tions between practitioners, it seems quite 
doubtful whether following such a precept 
might not have most disastrous conse- 
quences when applied to the relation be- 
tween accountants and their clients. 


I MOST OF Us were asked the question 


If a client is anxious to make a good 
showing in a statement where the actual 
results do not bear this out it is quite prob- 
able that if the positions of the client and 
the accountant were reversed the account- 
ant would desire the same treatment as that 
which the client is requesting. In cases of 
this sort the best thing to do is to forget, 
so far as possible, the feelings of the client 
and to hold in check any sympathy which 
the accountant may feel for the client’s 
unfortunate position. The accountant 
should, rather, fix his attention on those 
third parties or members of the public who 
may rely on the statement. 

The rules of ethics of the American In- 
stitute of Accountants are clear and rea- 
sonable statements of principle, as are the 
various resolutions which amplify them. 
Their actual application, however, is not 
always equally clear, as this generally de- 
mands close and careful analysis of a com- 
plicated situation to which the Committee 
on Ethics and the Council of the Institute 
must apply their mature and impartial 
judgment. 

It is almost unheard of for a member 
of the Institute to break one of the rules 
openly and knowingly. If a member de- 
cided in his own mind that he could not be 
bound by one of the rules and that he in- 
tended consistently to act in a manner di- 
rectly contrary to it, he would, in all prob- 
ability, resign from the Institute. Most 
cases which come up for decision are those 
in which a member believes he has not vi- 
olated a rule and the complainant alleges 
a violation. This means that the cases be- 
fore the Ethics Committee and the Coun- 
cil are generally one of two sorts: either 
the member has innocently and unknow- 
ingly broken a rule or the member has 
knowingly pursued a course of action which 
he contends is not contrary to any rule. 
In the first case the member generally ad- 
mits his error and is told to “go and sin 
no more.” In the second case the facts are 


good 
ctual 
prob- 
t and 
ount- 
s that 
ses of 


orget, 
client 
which 
lient’s 
intant 
those 
ic who 


an In- 
d rea- 
ure the 
them. 
is not 
lly de- 
a com- 
nmittee 
stitute 
partial 


member 
1e rules 
ber de- 
| not be 
t he in- 
nner di- 
ll prob- 
>, Most 
re those 
not vi- 
alleges 
ases be- 
ie Coun- 
3: either 
unknow- 
ber has 
on which 
ny rule. 
rally ad- 
and sin 
facts are 


Professional Ethics and the Student 165 


carefully considered and, if it is decided 
that there has been an infraction of a rule, 
the member is so informed and is adequate- 
ly disciplined. It will thus be seen that plain 
and flagrant violations of the rules of pro- 
fessional conduct are so infrequent and so 
easily distinguished that they do not con- 
stitute a very serious problem and do not 
demand much consideration. For instance, 
if the members of a firm of accountants 
honestly believe that the way to build up 
a good practice is by widespread advertis- 
ing in magazines and newspapers they will 
not be admitted to the Institute or will re- 
sign if they are already members. This will 
also be the case with an accountant who 
employs men on a house-to-house basis to 
solicit audit and accounting work or does 
the greater part of his work on a con- 
tingency basis. These are plain, simple 
violations and are not punishable by law. 
Violations related to false statements are, 
in most states, criminal offenses so that 
the accountant who offends in this respect 
is punished whether or not he is a member 
of the Institute or any state society. 

Perhaps a consideration of a few repre- 
sentative “close cases” under the different 
rules of professional conduct would give 
the student a general idea of how these 
rules apply in actual cases. 


Rule (1) A firm or partnership, all the in- 
dividual members of which are members of 
the Institute (or in part members and in 
part associates, provided all the members 
of the firm are either members or associ- 
-ates), may describe itself as “Members of 
the American Institute of Accountants,” 
but a firm or partnership, all the individual 
members of which are not members of the 
Institute (or in part members and in part 
associates), or an individual practicing un- 
der a style denoting a partnership when in 
fact there be no partner or partners or a 
corporation or an individual or individuals 
practicing under a style denoting a cor- 
porate organization shall not use the desig- 
nation “Members (or Associates) of the 
American Institute of Accountants.” 


This rule is clear on its face and it re- 
lates entirely to ascertainable facts. 


Rule (2) The preparation of certification of 
exhibits, statements, schedules or other 
forms of accountancy work, containing an 
essential misstatement of fact or omission 
therefrom of such a fact as would amount 
to an essential misstatement or a failure to 
put prospective investors on notice in re- 
spect of an essential or material fact not 
specifically shown in the balance-sheet it- 
self shall be, ipso facto, cause for expulsion 
or for such other discipline as the council 
may impose upon proper presentation of 
proof that such misstatement was either wil- 
ful or the result of such gross negligence 
as to be inexcusable. 


This rule bears on the relation of an 
accountant to his client and the public and 
is probably the most important of all the 
rules. Its proper application depends on 
forming a sound judgment as to each in- 
dividual case and upon a clear understand- 
ing of the meaning of the terms used. “Ex- 
hibit, statements or schedules” are terms 
which are generally understood. It is also 
probable that in most cases letters written 
by an accountant and certificates or other 
statements in words as well as in figures 
would be included. 

The misstatement of fact must be “essen- 
tial.” Here the exercise of judgment is re- 
quired. If a statement were prepared for 
credit purposes showing a net worth of, 
say, $50,000.00, it would probably be con- 
sidered an essential misstatement of fact if 
a loan to an officer of, say, $15,000.00 
were included in accounts receivable with- 
out other comment. If the statement was 
for a corporation having a net worth of say 
$50,000,000.00, such an item would have 
so inconsiderable a bearing on the position 
of the company that failure to indicate its 
existence would probably be considered 
quite immaterial. 

If a few items of small amount were in- 
advertently included in an inventory at 
cost price higher than market and an un- 
qualified statement were made that the in- 
ventory was priced at the lower of cost 
or market, it would probably be held that 
such an omission, whether intentional or 
not, was not an essential misstatement, but 


if this applied to, say, one-quarter of the 
entire inventory, it would in all probability 
be considered to have so serious an effect 
on the position of the company as to war- 
rant its being considered an essential mis- 
statement. 

The question of what constitutes fail- 
ure to put prospective investors on notice 
in respect to an essential or material fact 
is a more difficult problem. It is fairly well 
settled that an accountant must give some 
weight to events which take place between 
the date of the close of the period and the 
completion of his audit. Substantial pur- 
chase or sale commitments at the date of 
the balance-sheet which proved to be un- 
favorable or unprofitable before the audit 
was completed should be indicated in the 
statement. Any factors which have a real 
and important bearing on the valuation of 
the company’s assets should be indicated 
also. 

If a company holds merchandise for sale 
unchanged in form and the market price 
declines heavily before the completion of 
the audit, this should be mentioned. How- 
ever, if the same conditions existed in case 
of a basic raw material of which the com- 
pany must keep on hand a constant supply, 
it is doubtful whether a decline in value 
of an inventory which will not and cannot 
be realized is a material fact. It would be 
in case of liquidation but it would not be in 
the case of a going concern. 

Examples of commitments which are not 
generally considered material are commit- 
ments to purchase material at market 
prices which have not changed greatly since 
the close of the audit period or commit- 
ments to continue a program of capital ex- 
penditure. In every case “essential” mis- 
statements or omissions involve the exer- 
cise of judgment and the nature of the mis- 
statement or omission can be determined 
only by considering all the available facts 
and circumstances. 

There may also be features affecting the 
accounts which are not reflected on the 
books but to which attention should be 
called by the accountant and for the dis- 
covery of which the accountant may be 
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held responsible. Examples of such items 
are: 
(1) Contingent liabilities of any sort. 
(2) The fact that any assets are 
pledged, particularly securities, ac- 
counts receivable or merchandise. 
Any other type of preference which 
one creditor may have over another. 
Matters having to do with litiga- 
tion either decided or undecided, 
such as a possible liability for dam- 
ages or undisclosed liability for 
counsel fees. 
(5) Arrears of interest or of dividends 
on cumulative preferred stock. 
(6) The existence of any profit-sharing 
or bonus obligation not reflected on 
the books of the company. 


These are only a few of the possible 
items concerning which a prospective in- 
vestor should be put on notice but they 
are probably sufficient to indicate the type 
of transaction or liability covered. Here 
again, if the amounts are inconsiderable or 
if the contingency is so remote as to be 
well beyond the bounds of ordinary possi- 
bility, it need not be mentioned, but in 
every case the accountant must use his 
judgment and will generally wish to give 
too much rather than too little informa- 
tion. 

The question of what is “wilful” or “re- 
sult of gross negligence” is partly a legal 
one and partly a question of business com- 
mon sense. It is quite likely that a state- 
ment in which all the facts are shown but 
the form is so complicated as to make it 
difficult for an expert and impossible for 
a layman to perceive the truth would be 
considered as a wilful misstatement. Gross 
negligence, of course, is the knowing or 
careless failure to conduct professional 
work in accordance with the minimum of 
care and skill required from a professional 
man. 

As the proceedings of the Ethics Com- 
mittees of the various State Societies and 
the American Institute of Accountants are 
not published in detail, about the only real 
literature on the questions arising under 
this rule is found in court records. 


(3) 
(4) 
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If an instructor wished to give his stu- 
dents an idea of what is considered to be 
an essential misstatement or omission, the 
study of cases such as “The Royal Mail 
Steam Packet Company” in England and 
the “Ultramares” case in this country 
might be profitable. These cases and others 
of a similar nature have been discussed and 
analyzed in the various accounting jour- 
nals at considerable length and the instruc- 
tor’s problem would be largely to select 
material which would be really useful. 

In trying to give an idea of the scope 
and application of this rule, the instruc- 
tor is faced with another variation of his 
everpresent problem of trying to substi- 
tute the knowledge which he is trying to 
give the student for experience which the 
student has not yet had, and in this par- 
ticular instance the task is probably harder 
than usual. 


Rule (3) No member or associate shall allow 
any person to practice in his name as a pub- 
lic accountant who is not a member or an 
associate of the Institute or in partnership 
with him or in his employ on a salary. 


This rule is clear on its face and simply 
means that no one should take responsi- 
bility for the work of another who is-not 
fully qualified or under his control. The 
value of this rule is obvious and it is hardly 
necessary to go into the dangers of per- 
mitting the uncontrolled use of the name 
of a firm or person. 


Rule (4) No member or associate shall di- 
rectly or indirectly allow or agree to allow 
a commission, brokerage or other participa- 
tion by the laity in the fees or profits of his 
professional work; nor shall he accept di- 
rectly or indirectly from the laity any com- 
mission, brokerage or other participation 
for professional or commercial business 
turned over to others as an incident of his 
services to clients. 


The reason for this rule is primarily 
that the accountant should do nothing 
which would tend to influence improperly 
his judgment in carrying out his work and, 
secondly, he should do nothing to damage 
a fellow practitioner. 


It is obvious that if an accountant al- 
lows commission to the cashier of a bank 
or to the manager of a credit agency to 
influence persons or firms seeking credit 
to avail themselves of his services, he is 
not only competing most unfairly with 
other accountants but he is putting him- 
self under such obligations to the bank 
cashier or credit man that he will be un- 
able, in all probability, to carry out prop- 
erly his duties toward his client. 

On the other hand, there is nothing im- 
proper or unethical in cultivating the ac- 
quaintance of men who can recommend an 
accountant’s services. This is one of the 
natural ways for an accounting practice 
to grow. It is a matter for the individual 
accountant to decide as to how far he can 
go in the way of entertaining and doing 
favors for those who are in a position to 
recommend his services. Needless to say, the 
accountant should be very cautious in this, 
but the exact extent to which he can go is 
a question to be decided on the basis of 
each individual case. 

That the accountant should not accept 
commissions, say, from manufacturers of 
accounting machinery, stationers, insur- 
ance agents or others is, or should be, quite 
obvious. No man can serve two masters 
and it is impossible for a man’s judgment 
of the suitability of goods or services to 
his client’s purposes not to be warped 
where there is a monetary reward if he 
makes his decision in a certain way. 


Rule (5) No member or associate shall en- 
gage in any business or occupation conjoint- 
ly with that of a public accountant, which 
in the opinion of the executive committee or 
of the council is incompatible or inconsist- 
ent therewith. 


This is another rule which is intended 
to insure that the accountant’s first 
thought is for his client. As a rule an ac- 
countant in good practice has no time to 
engage in other occupations but sometimes, 
particularly in smaller communities, an ac- 
countant has some spare time which he 
would like to employ profitably. There is 
no point in drawing up a long list of com- 
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patible and incompatible occupations. Any 
occupation which would tend to put the ac- 
countant in any way in opposition to his 
client’s interests or any occupation which 
lowered his dignity or moral standing in 
the community would be considered incom- 
patible. 


Rule (6) No member or associate shall certi- 
fy to any accounts, exhibits, statements, 
schedules or other forms of accountancy 
work which have not been verified entirely 
under the supervision of himself, a mem- 
ber of his firm, one of his staff, a member 
or an associate of this Institute or a mem- 
ber of a similar association of good stand- 
ing in a foreign country which has been 
approved by the council. 


This rule is quite clear and the reasons 
for its adoption are similar to that for 


Rule 8. 


Rule (7) No member or associate shall take 
part in any effort to secure the enactment 
or amendment of any state or federal law 
or of any regulation of any governmental or 
civic body, affecting the practice of the 
profession, without giving immediate notice 
thereof to the secretary of the Institute, 
who in turn shall at once advise the execu- 
tive committee or the council. 


This rule is clear on its face and while 
it requires information to be given does 
not limit the freedom of action of the mem- 
ber. 


Rule (8) No member or associate shall di- 
rectly or indirectly solicit the clients or en- 
croach upon the business of another mem- 
ber or associate, but it is the right of any 
member or associate to give proper service 
and advice to those asking such service or 
advice. 


Few members of the Institute openly or 
directly violate this rule. Here again the 
question arises as to how far friendship 
and acquaintance will permit an account- 
ant to go. No one would say that an ac- 
countant may not be friendly with the cli- 
ent of another, and it is sometimes very 
difficult to distinguish between a course of 
action dictated by social conditions and 
one which is, in effect, indirect solicitation. 
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Rule (9) No member or associate shall di- 
rectly or indirectly offer employment to an 
employee of a fellow member or associate 
without first informing said fellow member 
or associate of his intent. This rule shall 
not be construed so as to inhibit negotia- 
tions with any one who of his own initiative 
or in response to public advertisement shall 
apply to a member or an associate for em- 
ployment. 


This rule is in effect much the same as 
Rule 8. Employees frequently control, to 
a considerable extent, the work which they 
are accustomed to do, particularly in the 
case of small and moderate-sized firms, and 
it is quite possible that, if an employee 
were tempted to leave his employer, he 
could bring work with him. This, of course, 
would be highly improper. It also happens 
sometimes that an employee is particularly 
skilled in a specific type of work in which 
the staff of another accountant may be de- 
ficient. The training of the employee in 
all probability cost the employer much 
time and money and if the employee is dis- 
satisfied or underpaid, the employer should 
have the right to attempt to remedy this 
before the employee resigns. There is no 
intention in this rule to limit the freedom 
of action of employees. It is merely to pre- 
vent one accountant’s enticing employees 
away without adequate notice. 


Rule (10) No member or associate shall ren- 
der or offer to render professional service, 
the fee for which shall be contingent upon 
his findings and the results thereof. 


This rule is another of those which are 
intended to prevent the accountant’s judg- 
ment from being warped by factors outside 
the scope of his work. This rule does not 
mean that all work must be paid for at 
the same rate. It is quite possible that an 
accountant will charge different rates for 
his own or his employees’ services on dif- 
ferent types of work, depending on the size 
of the company, the extent of the responsi- 
bility assumed and whether or not any spe- 
cial qualifications are required. 


Rule (11) No member or associate of the In- 
stitute shall advertise his or her profes- 
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sional attainments or service through the 
mails, in the public prints, by circular let- 
ters or by any other written word except 
that a member or an associate may cause to 
be published in the public prints what is 
technically known as a card. A card is here- 
by defined as an advertisement of the name, 
title (member of American Institute of Ac- 
countants, C.P.A., or other professional af- 
filiation or designation), class of service and 
address of the advertiser, without any fur- 
ther qualifying words or letters, or in the 
case of announcement of change of address 
or personne] of firm the plain statement of 
the fact for the publication of which the 
announcement purports to be made. Cards 
permitted by this rule when appearing in 
newspapers shall not exceed two columns 
in width and three inches in depth; when 
appearing in magazines, directories and 
similar publications cards shall not exceed 
one quarter page in size. This rule shall not 
be construed to inhibit the proper and pro- 
fessional dissemination of impersonal in- 
formation among a member’s own clients 
or personal associates or the properly re- 
stricted circulation of firm bulletins con- 
taining staff personnel and professional in- 
formation. 


This rule is quite clear although there 
are numbers of border-line activities which 
may quite legitimately have somewhat the 
same effect as advertising. It is practically 
impossible for an accountant to be of serv- 
ice to his profession without having his 
name become fairly well known. Even if it 
were possible, it would probably be unde- 
sirable for articles in accounting journals 
or books on accounting to be published 
anonymously. We could hardly expect ac- 
countants to be masked when making 
speeches or delivering lectures to the dif- 
ferent organizations which they are fre- 
quently called on to address. The test in 
all these activities would seem to be that 
if the accountant were primarily actuated 
by a desire to serve the profession any in- 
cidental publicity which resulted must be 
considered to be largely unintended and 
not open to criticism. If this were not true, 
we should have no accounting literature to 
speak of and our accounting societies would 
be badly organized and feeble. 
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If an accountant writes a book and his 
name appears on the fly leaf with no other 
notation than his professional and aca- 
demic degrees and a plain statement of his 
professional or academic position, no ex- 
ception can be taken to it. If, however, 
constant reference throughout the book is 
made to his own firm or to the actions or 
writings of his partners or associates or 
if the author was ill advised enough to re- 
fer to a number of his clients in the book, 
it is likely that this would be considered 
to be improper advertising. 

Rule (12) No member or associate of the In- 
stitute shall be an officer, a director, stock- 
holder, representative, an agent, a teacher 
or lecturer, nor participate in any other 
way in the activities or profits of any uni- 
versity, college or school which conducts 
its operations, solicits prospective students 
or advertises its courses by methods which 
in the opinion of the committee on profes- 
sional ethics are discreditable to the pro- 
fession. 


This rule has, unfortunately, been made 
necessary by the improper methods by 
which certain privately operated account- 
ing schools have carried on their activities. 
It is regrettable that schools which use 
such methods exist, but, as they do, every- 
thing possible should be done to prevent 
their assuming any appearance of respon- 
sibility or authority. 

Resolution adopted by the American In- 
stitute of Accountants, September 16, 
1919: 


Resolved, That it is the sense of this meet- 
ing that audit companies and similar organi- 
zations are detrimental to the best interests of 
the accounting profession. 


The reason for this resolution is the 
lack of responsibility which is implied in 
the corporate form. This method of organi- 
zation is particularly inappropriate for the 
carrying on of professional work. 

Resolution adopted by the Council of the 
American Institute of Accountants, April 
11, 1982: 


Whereas, Estimates of earnings contingent 
upon future transactions should always be 
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clearly distinguished from statements of ac- 
tual earnings evidenced by definite records, 
and 

Whereas, An accountant may properly as- 
sist a client in estimating the results of future 
transactions, so long as no one may be led to 
believe that the estimates represent certain- 
ties ; 

Be It Resolved, That no public accountant 
should permit his name to be used in con- 
junction with such an estimate in a manner 
which might lead anyone to believe that the 
accountant could vouch for the accuracy of 
the forecast; and 

Be It Further Resolved, That violation of 
this dictum by a member or an associate of the 
American Institute of Accountants be con- 
sidered by the committee on professional 
ethics as cause for charges under the pro- 
vision of article V, section 4 (e) of the by- 
laws, or rule 2 of the rules of professional 
conduct of the American Institute of Ac- 
countants, or both. 


This should be clear on its face and it 
is an easy matter to see the dangers and 
difficulties which a careless use of estimates 
of future transactions might cause. 

This explanation of the rules of profes- 
sional conduct of the American Institute 
of Accountants is necessarily incomplete 
and is only intended as an indication of the 
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sort of cases which fall under the different 
rules. Any instructor should be able to fur- 
nish numbers of cases from his own experi- 
ence or reading. The broader part of the 
subject of ethics has hardly been touched 
on, largely because this is not very suita- 
ble material for treatment in an examina- 
tion. It might be, however, quite suitable 
for discussion in the class room, and for 
any teacher of accounting who wishes to 
conduct such discussions there can be no 
better advice than for him to read “The 
Ethics of a Profession” by A. P. Richard- 
son. This little book is a wise and beauti- 
fully written statement of the principles 
which underlie the whole problem of pro- 
fessional ethics in accountancy and is short 
enough to be read and enjoyed by any 
teacher or student. 

For most of us rigid rules of professional 
conduct are not really necessary, but there 
are always with us our unfortunate broth- 
ers who either lack a keen perception of 
what a professional man’s attitude should 
be or are interested only in sailing close to 
the wind as possible. It is against these 
that the rules must be enforced and they 
must be enforced by the men for whom they 
are not necessary. 
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THE ACCOUNTING EXCHANGE 


Tue Status or Cost AccounTING 
TEACHING 


N SEPTEMBER 1933, Professor G. M. 
I Brett, Head of the Department of Ac- 
counting of the College of the City 
of New York, planned to reorganize the 
courses in Cost Accounting given at the 
College of the City of New York. To do 
this it was desirable to make a survey of 
the status of the Cost Accounting teaching 
in the colleges throughout the United 
States. Of the thirty-three colleges selected 
from the membership of the Association of 
the Collegiate Schools of Business, thirty- 
one submitted replies, which are incorpo- 
rated in this report. 
The following tabulation gives succinct- 
ly, the results of the questionnaire sent out: 


Twenty-eight out of a possible thirty col- 
leges have an elementary course in Cost Ac- 
counting. The time allotted to the elementary 
cost accounting varies from two hours a week 
one term to three hours a week for twenty- 
two weeks, with the distribution, showing that 
most of the schools taught this course for three 
hours a week for one term: 


Time TO Course 


2 hrs. Week—One Term.............. 3 

8 hrs. Week—One Term.............. ll 

4 hrs. Week—One Term.............. 1 

5 hrs. Week—One Term.............. 3 

3 hrs. Week—12 Weeks............... 1 
(plus 2 hrs. lab.) 

4 hrs. Week—12 Weeks............... 1 
(Graduate Basis) 

5 hrs. Week—11 Weeks............... 1 
(plus lab.) 

5 hrs. Week—12 Weeks............... 1 
(2 hrs. lab.) 

2 hrs. Week—Two Terms............. 3 

2 hrs. Week—30 Weeks............... 1 

8 hrs. Week—20 Weeks............... 1 

8 hrs. Week—22 Weeks............... 1 


(8 hrs. lect., 6 hrs. lab.) 


Can it be that the student requirements of 
cost accounting are so different in the col- 
leges throughout the country, or is it that the 
teachers of accounting have considerably dif- 
ferent ideas of what constitutes satisfactory 
education in methods and principles of cost 
accounting ? 


Twelve schools of the twenty-eight men- 
tioned above also conduct advanced cost ac- 
counting courses. The time devoted to such a 
course also lacks uniformity, to wit: 


Time A.worrep To ApvANCED CouRsE 


2 hrs. Week—One Term............... 8 
3 hrs. Week—One Term............... 4 
5 hrs. Week—One Term............... 2 
3 hrs. Week—12 Weeks............... 1 
5 hrs. Week—12 Weeks............... 1 
2 hrs. Week—Two Terms............. 1 
3 hrs. Week—Two Terms ............ 1 
2 hrs. Week—32 Weeks............... 1 


There is perhaps more reason for a varia- 
tion in time in an advanced course in Cost 
Accounting, than in an elementary one, but 
how is it possible to give only an advanced 
course in Cost Accounting without having an 
elementary one? Perhaps the term advanced 
cost accounting is in itself confusing. 

To check the uniformity of the course, cer- 
tain questions of content and method were also 
asked. Twenty-three schools make some men- 
tion or study of Standard Costs in the ele- 
mentary course. Eight do not. This is perhaps 
understood when one realizes the importance 
of standard costs, and that there were seven- 
teen schools which gave only one course in 
cost accounting. Twenty of the schools rely 
upon the method of coordinating their instruc- 
tion by the use of Cost Accounting Sets in the 
elementary courses. Eleven do not use sets. 
The reverse of this is true in the matter of req- 
uisite management courses—eleven have pre- 
requisite or corequisite management courses; 
and twenty do not. 

This latter statement raises the old question 
of just how much management should be 
brought into cost accounting instruction and 
on the answer to that question probably hangs 
the cause for so much disagreement in the con- 
tent of cost accounting. Suggestions for set- 
tling this question are given later in this re- 
port. 

From the viewpoint of interest, the text- 
books used in the elementary courses are: 


TextTsooxs: ELEMENTARY 


Amidon & Lang .... 3 Sanders ............ 1 
Greer & Wilcox...... 1 


Jordan & Harris.... 2 No Text book (sylla- 
9 bus) 


{ 

{ 

i 


2 30 wks. 

8 20 wks. 
Shr 22 wks. 
lect.| 

5 12 wks. 


2 hrs. lab. 


2224 KKK 


yy 


Briefly 


No. (Systems course) 

Not at all 

Separate course on Budgets. 

(Industrial Mgt.) (advanced 
course) 

Throughout entire work. 


(General Mgt.) Briefly 


| 
80 To What Extent Is Budgetary] NRA on Cost 
Ob Ele. | Advanced 
Y N_ | Burden None 
2 N 1 | (foradved) Separatecourse | None 
S17 i 8 1{|Ni—{|—|] Y Y Y | (Factory mgt.) Separatecourse| Y Small 
Business 
41|Yi 8 1ijiNi|—j-—] Y N N_ | No. Brief reference None 
8 2 ai N N_ | Yes. Results compared with 
Budgets. 
Y — | Oneassignment to Budgets | Y Uniform 
| N_ | Little in advanced course Uniform Costs 
8| Y 3 N N_ | Very little None 
wks. 
9iY] 8s 1jNi—|{—| Y N N_ | About one assignment Perhaps. Uniform 
Systems 
10; Y 3 1ijN{i—i-—] Y = ¥ (Bus. Adm. & Mgt.) Briefly 
1 383] 1) N |Ylab.| | Onlyincidental None 
Y | 2 Y N Y acctg. & statis- | None 
tics 
13) Y 2 a ie at 24.2 ¥ = Slightly in 2nd semester None | Uniform 
Systems 
Lig; Si N_ | Separate course Uniform Costs 
ect. 
& 1] N N_ | General Cost None 
sts 
Y 8 |15 wks| N | —|— | N (American Industries) None | Effect of 
2 | 5 wks. wks. Codes 
wiyvi & 1 | 8] 1) YPro|YPro| Y | (Pro-Job-Std. Costs, Market- | None | Uniform 
2 ing). Mentioned 
(One course) Budgeting manf. expense 
items 
19; Y 4 | 12 wks.| (Graduate Basis) N — | Functional course 
20 One course 5 hrs. wk. Y-8 z N Not at all 
for 11 wks. plus lab. lect. 
¥1 | N | Y | Separatecourse required 
2 lab. wks. wks.| wk. 
22 One course $ or 1 yr. Y = Y1 | Frequent reference x Uniform 
21 ¥ = N_ | 4hrs. to Budgets & Costs None | Yes. Uni- 
form Cost 
2%) Y 2 2 4 N_ | Limited. Separate Budget | None | Yes. Uni- 
Course form 


Uniform 
Costs 


COST ACCOUNTING COURSES IN THIRTY- 


25 | Y eiIN|—i—-| Y | Y | N | None 
26 INj|—|— Y None 
27 \N|—|— Y 
28 Y Yone 

| | 
29 | 5/12 7 

| ie 

adved 
$1 — 6; 1 Y 
adved 


form 


niform 


Textbooks Textbooks 3 3 
Used in Used in Ca Extent of Elementary Co ts 
Elementary Advanced 2 Cost Accounting Course meee 
Cost Cost 35 3 
Accounting Accounting | DS 
Amidon & No Mechanics of Cost Replacement costs to determine de- 
Lang preciation expense. 
Schlatter Schlatter No Process Job, Lab., Mat.| Too much tendency to train cost 
Labor, Burden. clerks rather than cost interpreta- 
tion for management. 
Reittel No Process, Job Order, Budgets} More articles on Systems of Standard 
& Stds. Costs. 
Lawrence 
Reittel Reittel & Lib. To Chap. 25 Need well planned problem material. 
Assign. 
komme ce& J No Should be more practical. 
Greer & Wilcox of adved. course) 
Schlatter 
Schlatter No Complete text & about 2| Little need for it in Florida. 
for Standard Costs,| More with principles than 
techni 
Lawrence No Complete text ee 
— & A . ~ Church, | No Teach Order Method fully | Lack of good lab. material and ap- 
nders 
Jordan & Har- proach to subject in textbooks. 
ris 
Reittel Reittel No 
Gillespie Church, Nichol- | Y16 | Job Process Too theoretical. 
son & Rohrbach | wks. 
Walton Lawrence, No Cost Technique Need better and more teachable cost 
Mimeo. Probl. accounting texts. Sets poor. 

Lawrence No 

Reittel plus No Relations of cost and other divisions of 
business should be emphasized. A 
plications other than Industrial field 
stressed. 

Lawrence No (1 mo. reg. course) Too much concerned with detailed 
and routine problems. Basic princi- 
ples and not involved procedure 
should be taught. 

None. Syllabus 

Schlatter Sanders&J&H | No Material is not sufficient. 

Lawrence 

Sanders No Should be less technical and more 
managerial. 

Dohr Mimeo. Problems} No Job & Process Costs Lack of teachers with practical ex- 
perience. 

Amidon & J&H,Common’s} No Not enough emphasis on modern 

Lang Std. Costs methods, by-products, joint-prod- 
ucts, tool costs & mktg. costs. 

Reittel No Survey of Prin. & Practices | Prefer plant visitations. Only course in 
Evening Session. Day students take 
eve. session. 

Lawrence No Job Pro. & Standard Costs | Evening course 32 weeks at 2 hrs. per 

Lawrence Complete book week, 

Lawrence No Job Pro. & Standard Costs | Should have separate course for dis- 

tribution costs. 

Greer & Wilcox} Problemson Cost} No 

Dohr N (reg. course) Too theoretical presentation. 
Dohr No Need more analytical work. Less em- 
phasis in bookkeeping practice. 
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Textbooks no doubt have been largely in- 
fluential in formulating the content of the 
courses. Perhaps textbooks should follow a 
more careful study of the accounting curric- 
ulum; and through the Association of Uni- 
versity Instructors of Accounting in conjunc- 
tion with the National Association of Cost Ac- 
countants, a series of syllabi, adapted to 
courses of varying lengths, can be worked out. 
The difficulties encountered by some of the 
instructors in this field are listed under the 
heading of comments: 


Comments: 

Cost Accounting should be less technical 
and more managerial. 

There should be more articles on Systems 
of Standard Costs. 

There is not enough emphasis on modern 
methods- by-products — joint- products, 
tool costs and marketing costs. 

Relations of cost and other divisions of 
business should be emphasized. 

Applications other than Industrial field 
should also be stressed. 

Cost Accounting has had too Theoretical 
Presentation. 

Prefer Plant Visitations. 

There should be separate course for dis- 
tribution costs. 

There is need for better and more teachable 
cost accounting texts. Sets are poor. 

Too much concerned with detailed and rou- 
tine problems. Basic principles and not 
involved procedure should be taught. 

Lack of good Laboratory Material and ap- 
proach to subject in textbooks. 


The above discussion presents the rather 
dissatisfied and confused views of those en- 
gaged in the teaching of cost accounting. 

To secure the opinion of those actively en- 
gaged in the work, a number of letters were 
sent out to men in charge of the cost account- 
ing work of large industrial establishments. 
The answers received are probably more con- 
fusing than those of the college instructors. It 
is admitted that since only nine large concerns 
cooperated this does not show a representative 
and conclusive picture. However, in the inter- 
est of better collegiate business education par- 
ticularly in the field of Cost Accounting a 
wider survey might be undertaken by some 
association. 

A summary of the replies received from 
nine cost accountants shows that three out of 


the nine concerns think that a practical train- 
ing in cost accounting cannot be given in the 
college classroom, and their suggestions for 
the amount of time devoted to Cost Account- 
ing were as follows: 


1. For those who plan to enter public ac- 
counting, 
4 cost accountants suggested 1% yr. 
2 cost accountants suggested 1 yr. 
1 cost accountant suggested 2 yrs. 
1 cost accountant suggested 4 yrs. 
2. For those who plan to enter industrial 
accounting, 
4 cost accountants suggested 1 yr. 
3 cost accountants suggested 2 yrs. 
1 cost accountant suggested 4 yrs. 
8. For those who plan to enter business in 
a general executive capacity, 
3 cost accountants suggested 1% yr. 
4 cost accountants suggested 1 yr. 
1 cost accountant suggested 3-6 wks. 


There seemed little reason for such a rather 
arbitrary allocation of time. 

The suggested basic content of cost ac- 
counting courses made by these men are given 
with the figures following the suggestion in- 
dicating how many recommended the specific 
content: 


History of Cost Accounting ............++00 2 
Elementary Types of Cost Systems ............ 8 
Budgetary Control, 3 
Procedure of installation of costs system....... 2 
Use for which cost systems are required ........ 1 
Reports to Executives ......cccscccccsccccccees 1 
Mathematics of Accounting, payroll keeping, etc. 1 


Under the suggestions for the content of 
advanced cost accounting courses, the follow- 
ing were given: 


Complete Analysis of Standard Costs .......... 3 
Relation to Industrial Management ............ 1 
Special System Utilization v. Depreciation ..... 1 
Labor and Supply Expenses ...............++. 1 
Reports to Executives ..........cccemecscccees 1 


There seems to be as much confusion as to 
content among the practitioners as among the 
educators, if such a distinction is possible. 

In answer to the question of how Cost Ac- 
counting instruction was defective in their col- 
legiate or business education, the cost ac- 
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countants unanimously condemned work be- 
cause theory was not combined with practice. 

In answer to the question of how the train- 
ing in cost accounting was effective, the an- 
swers were mostly general or apologetic; such 
as, excellent teachers, definite goal and more 
study, information for managerial control, and 
tie-in of different operations. 

The question, “Do you feel that a set in- 
volving a job order or process system or both 
should be worked out in a college course?” 
was answered unanimously that both should 
be worked out. 

The question of the importance of instruc- 
tion in standard costs was also raised. Four 
suggested that it should be included in an 
elementary course; five opposed this idea. All 
nine emphasized its need in an advanced 
course. 

The same reaction was manifested in an- 
swer to the question of the need of instruction 
in budgetary control in Cost Accounting, 
namely: four suggested its need in an elemen- 
tary course, and nine suggested its need in 
an advanced course. 

The effects of NRA on Cost Accounting 
courses were: the increase of emphasis on Uni- 
form Accounting— indicated by four; two said 
it would intensify the importance of indus- 
trial accounting and one said that more time 
should be given to selling and distribution 
costs. 


To improve Cost Accounting instruction, 


the following suggestions were made: 


The addition to teaching staff of lecturers 
who are accountants who have made good. 

Plant visitations by classes. 

Wider use of uniform accounting Manuals. 

Closer touch with modern business prac- 
tices. 
Devote exclusive time to study of Mar- 
kets and Distribution Costs. 

Make Cost Accounting an advanced course 
supplementary to General Accounting. 


In view of this present confused status in 
the content of cost accounting instruction in 
collegiate schools of business, it seems de- 
sirable that the Association of University In- 
structors in Accounting appoint a committee 
to collaborate with the National Association 
of Cost Accountants in preparing suggested 
syllabi to meet the varying needs and condi- 
tions under which cost accounting is taught 
and also to investigate the educational values 
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of motion pictures, and plant visitations, in 
this work. 

Joun J. W. NEUNER 
The College of the 
City of New York 


Tue Rertart METHOD or INVENTORY 


The Purposes of the Retail Method of In- 
ventory 


The principal purpose of the Retail 
Method of Inventory is to provide a sim- 
ple, practical control over the merchandis- 
ing activities of a business. It may be called 
a modern method of accounting in the sense 
that its primary purpose is not to record 
what has happened, but to provide an ef- 
fective control over what is going to hap- 
pen. The basic idea is to gain control of 
the element of profit in an article at the 
time it is bought and to retain control until 
the profit is realized by the sale of the 
article. 

Another purpose of the Retail Method 
is to arrive at the true value of merchan- 
dise inventories. As explained later the 
theory of the Retail Method holds that the 
true value of a stock of merchandise is the 
price for which it can be sold, less the nor- 
mal cost of selling it (including normal 
markdowns and a profit). 

The two purposes mentioned are today 
generally regarded as the most important. 
It appears, however, that the Retail Meth- 
od originated solely for the purpose of pro- 
viding a perpetual book inventory. This it 
does, of course. In fact the simplicity of a 
running inventory record on the retail 
basis is alone a sufficient reason for using 
the retail method. 


Operation of the Retail Method 


A brief description of the operation of 
the Retail Method follows: 

An inventory of merchandise on hand at 
both cost prices and selling prices is neces- 
sary as a starting point. As merchandise is 
received, the price at which it is marked to 
sell is noted on the invoice, and the selling 
value of the invoice is computed and added 
to the selling inventory. 
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As the prices of articles are changed, it 
is necessary to obtain by stock counts the 
quantities on hand, and compute the 
amount of increase or decrease in the sell- 
ing inventory due to these price changes. 

All sales are deducted from the selling 
inventory. Where sales are made below the 
prices at which the merchandise is carried 
in the selling inventory, a record of these 
differences must be obtained, and the total 
of these deducted from the selling inventory 
as a markdown. 

With the foregoing additions and deduc- 
tions properly made, the selling inventory 
obtained from the records should represent 
the amount of merchandise on hand at sell- 
ing prices. It is obviously a simple matter 
of addition and subtraction and is not an 
estimate except for errors in recording. 

Under the retail system, physical inven- 
tories are taken at selling prices only, and 
the total physical inventories at selling 
should agree with the book inventories at 
selling. There are usually discrepancies, 
however, of one or two per cent due to er- 
rors in recording price changes, theft or 
other shrinkage. In anticipation of this it 
is customary to reduce the book inventories 
each month by the estimated shrinkages 
based on previous experience. These esti- 
mates are adjusted when the actual shrink- 
ages become known from physical inven- 
tories. 

One of the principal objections to the re- 
tail system is the necessity for recording 
markdowns. This, however, should be 
looked upon as an objective rather than an 
objection, since it is constantly calling at- 
tention to the greatest single source of loss 
in any mercantile business. 

The most important records which must 
be kept under the retail system are as fol- 

fows: 

(a) Record of Initial Mark-Up. Initial 
mark-up is the amount of profit included 
in the selling price of an article or a stock 
of merchandise. It is usually expressed 
as a percentage of the selling price. The 
percentage of initial mark-up is obtained 
by keeping a record of the purchases at 
cost and selling as follows: 


The Accounting Review 


Mark-Up 
Initial Per- 
Oost Selling Amount centage 
Beginning Inventory $10,000 15,000 5,000 33.33 
Purchases ......c00. 12,000 19,000 7,000 36.84 
Additional Mark-Ups 1,000 1,000 
Cumulative ........ $22,000 385,000 13,000 37.14 


This process is repeated each month. 
The cumulative initial mark-up percentage 
obtained from this record is used to reduce 
inventories at selling to cost, as explained 
later. 

(b) Inventory Record. The inventory 
record is a simple matter of addition and 
subtraction, as follows: 


Selling 
Enventory Beginning $15,000 
Additional Mark-Ups 1,000 
$35,0000 
LESS: 
Estimated Shrinkage ........ 210 22,500 
Inventory at End $12,500 


It should be noted that additional mark- 
ups are used in the calculation of the ini- 
tial mark-up percentage, while markdowns 
do not affect this percentage. 

The selling inventory arrived at in the 
foregoing manner is reduced to cost as fol- 
lows: 


Initial Mark-Up—87.14% 4,642 


In actual practice the shorter method 
of multiplying the selling by the cost factor 
percentage is used. For example: 


100% less 37.14% = 62.86% 
$12,500 multiplied by 62.86% = $7,858 


(c) Merchandise Statistics. In addition 
to the records mentioned above, records are 
also kept of the more important statistical 
figures obtained under the Retail Method. 
Some of these are as follows: 


1. Percentage of markdowns to net sales. 
2. Percentage of shrinkage to net sales. 
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Using the cost inventory obtained un- 
der the Retail Method gross profit may be 
calculated in the usual way as follows: 


Beginning Inventory at Cost ..$10,000 
Add: Purchases at Cost .......... 12,000 

$22,000 


Less: Ending Inventory at Cost .. 7,858 


Cost of Merchandise .......... 14,142 


or may be obtained in the following way: 


Original Marked Profit (37.14%) ........ 7,800 
Deduct: Cost of Markdowns and Shrinkage 

Less: Mark-up (37.14%) ....... 558 942 


It is customary to figure and use the per- 
centage to net sales of markdowns at sell- 
ing. This is because the selling amounts are 
always known and the calculation is a sim- 
ple one. It should be noted from the above, 
however, that the gross profit is reduced 
by the cost of the markdowns. This is due 
to the fact that the element of profit con- 
tained in the markdowns is not included in 
the “original marked profit” as shown 
above. If the “original marked profit” were 
based on the original marked prices of mer- 
chandise sold, instead of the sales amounts, 
then the total selling value of markdowns 
would constitute a reduction of gros 
profit. 


Theory of Valuation under the Retail 
Method 


The valuation placed upon a stock of 
merchandise by the Retail Method of In- 
ventory is arrived at as follows: 


The Selling Value of the Stock 
Less: the Cumulative Percentage of Initial 
Mark-up 


The lower of cost or market has long 
been the accepted basis for valuing mer- 
chandise inventories. The Retail Method, 
however, provides a more scientific basis. 


Cost obviously has no bearing on present- 
value. Nor is market always a fair basis, 
since this is the price at which merchandise 
can be bought. The true value of a stock of 
merchandise must be the price for which it 
can readily be sold in the normal course of 
business, less the normal cost of selling it 
(including all operating expenses, a rea- 
sonable allowance for markdowns and 
shrinkage and a profit). Conservative ac- 
counting practise dictates however that 
this value shall not exceed cost and the Re- 
tail Method, properly operated, will not 
produce a valuation in excess of cost. 

Merchandise is bought with the expecta- 
tion that the initial mark-up will be suffi- 
cient to cover all operating expenses, mark- 
downs and a profit. The relationship of the 
value should be the same as that of the 
cost value of an inventory to the selling 
cost of the purchases to their intended 
selling prices. Valuation according to the 
Retail Method, therefore, guarantees that 
the merchandise contains the potential 
gross profit necessary to successful future 
operation. 

The effect of the Retail Method on the 
valuation of individual articles is that some 
may be increased slightly over actual cost 
while others are reduced below cost. While 
each item purchased has its effect on the 
cumulative mark-up percentage, each de- 
partment is looked upon as a unit for the 
purpose of valuation, and the amount of 
profit in any individual article is auto- 
matically adjusted to the average for the 
department. This is fundamentally sound 
since it must be assumed that all articles 
in any one department require approxi- 
mately the same percentage of selling and 
other expenses. If they do not, the i 


partmental set-up is not correct. 


Application of the Retail Method 


The Retail Method recognizes the impor- 
tance of controlling the amount of poten- 
tial profit, beginning at the time merchan- 
dise is purchased. It does this by the rec- 
ord of initial mark-up which shows the 
average percentage of initial mark-up on 
the purchases of each department from 
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time to time. Some concerns compute this 
percentage on each invoice and on orders 
before they are placed. 

Many concerns require a minimum per- 
centage of initial mark-up, as a means of 
control. This is a dangerous policy, how- 
ever, since it frequently results in too high 
a selling price or in arbitrarily marking to 
the required percentage and overlooking 
opportunities for more than the required 
mark-up. When an item is marked too high, 
the inflation eventually develops into a 
markdown, and in the meantime the move- 
ment of the article has been retarded, prob- 
ably causing additional markdowns. 

Merchandise should be marked at a 
fair selling price, regardless of cost. If the 
resulting percentage is too small, the con- 
clusion must be that it was not a good 
“buy.” 

Should it be desired, however, to calcu- 
late the selling price, knowing the cost and 
the desired mark-up, this may be done as 
follows: 

Cost 


100%—Mark-Up% 


“Control over markdown” is a mislead- 
ing term. When the necessity exists for a 
markdown, it must be taken and, once mer- 
chandise has been bought, it is usually not 
possible to control the markdowns which 
must be taken to sell it. In fact, the at- 
tempt to do this many times results in 
larger markdowns than would be necessary 
had they been taken promptly. 

It is true that some markdowns cannot 
be traced to faulty buying, but these are 
believed, generally, to represent a very 
small percentage of the total. They would 
be due to one of the following causes: 

1. Breakage 

2. Employees Discounts 

8. Quantity or other discounts 

4. Remnants 
Control over markdowns of this nature is 
principally an operating or administrative 
problem, and is not considered in this 
treatise. 

In addition to the foregoing, there is one 
other type of markdown which, strictly 
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speaking, is not a markdown at all, but 
which is handled as such for practical rea- 
sons. An example of this type of markdown 
is found in furniture stores where two 
pieces of a living room suite are marked at 
$30 and $70 respectively. The suite, how- 
ever, is offered for sale at $89. It has been 
found that the best control is obtained by 
carrying this suite of furniture in the sell- 
ing inventory at unit prices, namely, $100, 
even though a great majority of sales will 
be in suites. The “markdowns” arising from 
the sale of suites should therefore be re- 
corded separately and the percentage of 
these must be taken into consideration 
when reviewing the initial mark-up per- 
centage of the furniture department. 

Practically all other markdowns reflect 
upon the merchandise in one of the follow- 
ing respects: 

(a) Poor Quality or High Price 

(b) Wrong Style, Color or Size 

(c) Excessive Quantity 

(d) Wrong Time or Season 
Any control over these markdowns, there- 
fore, must be exercised at the point where 
they originate, which is in the buying. 
Markdown “control” then consists of utiliz- 
ing the analysis of markdowns taken to pre- 
vent recurrences in so far as possible. 

The Retail Method of Inventory has 
many advantages in addition to those out- 
lined in the foregoing pages. It offers un- 
limited possibilities for statistical analysis 
and research. But its chief value lies in the 
simple control it provides over the princi- 
pal factors which enter into final gross 
profits. It constantly tells how much po- 
tential profit is bought and then explains 
why so much of it was not realized. 

V. O. LorHMaNn 
Butler Brothers 
Chicago 


STaANDARDs For A MASTER’s THEsIs IN 
ACCOUNTING 


Independent research in business is de- 
manded increasingly with the ever-changing 
conditions of production, marketing, fi- 
nance, and consumption. Ability to exam- 
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ine, to organize, to draw logical conclu- 
sions from, and to report upon available 
data is needed. This requires the services 
of a trained research worker. Training for 
this work is best provided in college or uni- 
versity postgraduate years. The experi- 
ence of the candidate in undertaking inde- 
pendent research is most valuable as a 
preparation for the higher grades of pro- 
fessional accounting practice (whether pri- 
vate or public). Undoubtedly many good 
accounting students, failing to realize this 
fact, look upon graduate work as a neces- 
sity only for those intending to engage in 
a teacher’s career. This mistake could be 
partly corrected by accounting profession- 
al societies through the encouragement of 
graduate scholarship and research. How- 
ever, before this can be expected, it seems 
desirable for graduate advisers in account- 
ing to give some thought towards the es- 
tablishment of definitive standards for ac- 
ceptance or rejection of work offered by 
the candidates for the master’s degree. 

It is assumed that the basis for graduate 
work in accounting shall be determined 
largely by accepted standards for gradu- 
ate work generally. A restatement of such 
standards, with some comments, may there- 
fore be justified. It is believed that thesis 
standards are more or less generally es- 
tablished under the following headings: 


(a) General—independent scholarship. 

(b) An appropriately limited subject. 

(c) A definitely stated purpose or prob- 
lem. 

(d) Adequate collection of data by vari- 
ous means. 

(e) Reasoning—organization, analysis, 
and conclusions. 

(f) Written expression of the work 
done, the basis of the conclusions, 
and the conclusions. 


The candidate should possess independ- 
ent scholarship—an aptitude for directing 
his own study. There should be no reliance 
upon the graduate adviser for definite in- 
structions. The relation between graduate 
adviser and independent scholar is not that 
of teacher and student. ‘The standard for 


thesis work should require that the can- 
didate exhibit imagination and initiative. 
The burden of selecting the field in which 
to work should rest squarely upon the can- 
didate—the adviser giving helpful sugges- 
tions but not making the decisions. The ap- 
proval of the selection by the adviser is 
necessary before proceeding to the next 
step. 

Having selected the field in which to 
work the limitation or boundaries of the 
subject must be defined. This is usually 
called “narrowing the subject.” A detailed 
outline should be prepared setting forth 
the scope of the proposed research. There 
are two aspects of limitation, namely verti- 
cal and horizontal. One may be referred 
to as a limitation of the depth of subject, 
the other as limitation of breadth of sub- 
ject. Some research workers may choose 
to explore in a lateral direction while others 
may choose to explore in the stratosphere 
or subterranean passages. The former will 
select a subject of considerable breadth but 
limited depth. The latter will select a sub- 
ject of considerable depth but limited 
breadth. There is a place for research of 
either character provided that a reason- 
able balance is maintained. To some extent 
this must be determined in each case by 
the possibilities of research in the subject. 
This is a standard of variable character 
which must be established by the individual 
graduate adviser. 

The statement of the purpose or problem 
requires clear thinking and an understand- 
ing of the work to be done. This too is 
the responsibility of the candidate. The 
statement of the purpose or problem will 
be measured by what is proposed to be done. 

Probably one of the most important 
tasks in a research project is that of col- 
lecting data. The thoroughness with which 
this is done will determine the value of the 
work. In the opinion of some research 
scholars the use of a questionnaire is not 
only ineffective but it represents the low- 
est grade of research effort. A minimum use 
of this method seems desirable unless no 
other possibilities for gathering data are 
present. If this method is used it should be 
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combined with other methods. The value of 
conclusions based solely upon data collected 
by the use of a questionnaire is always sub- 
ject to serious challenge. 

Another method of collecting data (one 
of considerable importance) is known as 
library research. To insure the best results 
there should be some means of acquainting 
the candidate with accounting literature. 
This embraces a knowledge of texts, refer- 
ence works, periodicals, authors, publish- 
ing houses, and libraries. In order to use 
this method to good advantage the scholar 
should know something of library methods, 
of note-taking, of the proper use of quota- 
tions. Finally he must know how to read 
effectively and selectively—with a challeng- 
ing spirit which accepts only demonstrated 
truths or logically supported hypotheses. 

The most valuable method of collecting 
data for accounting research may be called 
field observation and collection of case ma- 
terial at source. This involves the assembly 
of actual experiences of individuals who are 
engaged in private or public accounting ac- 
tivities. Personal interviews with account- 
ants, attorneys, business executives, engi- 
neers, teachers, and others may be helpful. 
Published and unpublished reports, work- 
ing papers, and private and confidential 
files are rich in material for research. If a 
graduate student is to make the most of his 
research training is it too much to expect 
that he shall have had a few years of ac- 
counting experience in the field? Contacts 
which he has had should make available 
much data otherwise inaccessible. 

The interpretative phase of research in- 
cludes the use of the inductive and the de- 
ductive processes. A knowledge of logic 
seems to be an essential. The candidate will 
be expected to examine his own reasoning. 
Ability to do this must be developed if fu- 
ture independent research without super- 
vision is to be successful. 

The actual writing of the report presup- 
poses a training in composition, narration, 
and argumentation, not only thorough in 
character but also effective. Correct gram- 
matical expression, spelling, and punctua- 
tion will be demanded. Exactness, precision 
in expression, and orderly presentation of 
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ideas are expected of all accountants and 
more particularly of those engaged in re- 
search. 

A list of 119 accounting thesis subjects, 
approved in three middle-west universities, 
is presented below. An effort has been made 
to group these under more or less arbitrary 
headings: A current listing of approved 
subjects published in the AccountING Re- 
view regularly is suggested as a means of 
furthering the development of standards 
in respect to thesis subjects. 


Studies in Accounting Theory 


1. Accounting for depletion. 
2. Accounting for depletion of oil 
lands. 
8. Accounting for interest on owned 
capital. 
4. Cash and the cash account. 
5. Cash and trade discounts. 
6. Consolidated statements in theory 
and practice. 
7. Depreciation in factories. 
8. Goodwill in theory and practice. 
9. Industrial funds and reserves. 
0. Partnership accounting. 
1. Proper interpretation of cash dis- 
count. 
. Reserves—in theory and practice. 
. Some phases of depreciation in pub- 
lic utility accounting. 
. Some principles in accounting for 
no-par-value capital stock. 
. Some principles of accounting for 
corporate receiverships. 
. Some theories of depreciation. 
. The accountant’s view of the legal 
status of dividends paid before re- 
storing impaired capital. 


18. The balance sheet and contingent li- 
abilities. 

19. The effect of purpose on the balance 
sheet. 

20. The income statement. 

21. The relation of appraisals to ac- 
counting. 


22. The relationship of appraisals to ac- 
counting. 
Theory of reserves in finance and 


accounting. 


23. 
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24. Valuation methods in commercial 


25. 


balance sheets. 
Valuation of inventories. 


Studies of Cost Accounting 


1. 


17. 


Accounting for blast furnace opera- 
tion. 


2. Accounting for by-products. 
3. 
4, Accounting viewpoints of burden ap- 


Accounting for scrap in industry. 


plication bases. 


. A cost system for a metal stamping 


industry. 


. Cost accounting for the manufac- 


ture of brake beams, bolsters and 
springs for railway freight and pas- 
senger cars. 


. Cost accounting for oil refineries. 
. Cost accounting for sulphuric acid 


manufacturers. 


. Costing beef. 
- Determination and control of plat- 


ing costs in a process industry. 


. Idle capacity costs. 


Recent tendencies in cost accounting 
theory. 


. Some aspects of cost accounting in 


the furniture industry. 


. Standard costs. 


The cost accounting methods in cane 
sugar manufacture. 


. The distribution of burden in its re- 


lation to periods of abnormal and 
subnormal production. 

The principles of paper mill cost ac- 
counting. 


Studies of Accounting Systems and Meth- 


ods 


2. 


3. 


A study of accounting for building 
and loan associations. 

A study of uniform systems of ac- 
counts for industrial concerns. 

A system of accounting for “drive 
it yourself” automobile organiza- 
tions. 


. A system of accounts for contrac- 


tors. 


. A survey of the accounting system 


used by the Walgreen Drug Com- 
pany. 

A uniform system of accounts for 
the bottling industry. 
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. Accounting for automobile dealers. 
. Accounting for country grain eleva- 


tors. 


. Accounting for executors. 


Accounting for decedent’s personal 
estates in Ohio. 


. Accounting for petroleum market. 
. Accounting for returnable contain- 


ers. 


. Accounting for state universities. 
. Accounting for wholesalers. 
. Accounting methods and control for 


livestock cooperative marketing as- 
sociations. 


. Accounting practice and records for 


instalment sales of personal prop- 
erty (with special reference to the 
furniture industry). 


. Accounting system of a commercial 


trust and savings bank. 


. Adequate accounting procedure for 


counties in Illinois. 


. Building and loan association ac- 


counting. 


. An accounting system for Texas 


schools. 


. College fraternity accounts and fi- 


nances. 


. Some accounting problems of real 


estate subdivision development. 


. Farm accounting. 
. Farm accounts—methods and prin- 


ciples. 


- Instalment sales. 
. Life insurance accounting. 
. Chinese railway accounts and their 


variations from those of the United 
States of America. 


. Some aspects of branch accounting. 
- Some aspects of railroad account- 


ing. 


. The accounting for returnable pack- 


ages. 


. The function and organization of 


the controller’s department. 


. Variations found in accounting sys- 


tems of building and loan associa- 
tions of the permanent type. 


Studies in Analysis and Interpretation 
1. 


A study of methods of analyzing 
operating statements. 


7 
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2. Early development 


Analysis of credit ratios in Ohio 
wholesale grocery firms. 

Operating results of Ohio daily 
newspapers, year 1925. 

The accountant’s use of ratios. 


‘The application of statistical meth- 


ods to the interpretation of account- 
ing data. 
The auditor’s 
analysis. 
The use of business statements by 
commercial bank credit department. 


use of statistical 


Studies in Economics, Law, and Account- 
ing 


An accounting analysis of the case 
of Lee v. The Neuchatel Asphalte 
Company, Limited. 


. Appreciation, accounting and the 


law. 


. Economic and accounting concepts 


of cost. 


. Economic, legal, and accounting 


concepts of capital. 


. Economic, legal, and accounting 


concepts of income. 


. Some legal aspects of goodwill. 
. The concept of income as interpreted 


by the supreme court of the United 
States. 


. The economic function of account- 


ancy. 


. The trend of recent legislation in the 


United States affecting the practice 
of accountancy. 


Studies in Accounting History, Literature, 
and Teaching 
3. 


A comparative study of early ac- 
counting literature. 
of financial 


statements. 


3. Seventeenth century accounting in 


England. 


The Accounting Review 


4. The development of accounting lit- 
erature. 

5. The development of methods of pres- 
entation of elementary accounting 
in the United States. 

6. The growth of instruction in ac- 
counting in American Universities 
and colleges from 1900 to 1924. 

7. The historical development of book- 
keeping in the last half of the nine- 
teenth century. 

8. The historical development of book- 
keeping in the first half of the nine- 
teenth century. 

9. The historical foundations of mod- 
ern accounting. 

Miscellaneous 

1. Budgetary control in business ac- 
counting. 

2. Budgetary control in department 
stores. 

3. Capital stock as a trust fund. 

4. Control of inventories and outstand- 
ings in retail music stores. 

5. Defalcations: How concealed and 
how revealed. 

6. German explanations of the funda- 
mentals of double entry bookkeeping 
theory. 

7. Responsibility for valuation. 

8. Some general considerations of the 
nature of Chinese accounting sys- 
tems and their present tendencies. 

9. Stock control in the field of whole- 
sale distribution. 

10. The auditor’s responsibility in re- 

spect to inventories. 

11. The natural business year. 

12. The preparation of the balance sheet 


in municipal accounting. 


Hermann C. MItuer 
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Henry P. Davison, A Biography. Thomas W. La- 
mont. (New York: Harper & Brothers, 1933. 
Pp. xvii, 373. $3.50.) 

Mr. Lamont has produced a charming piece of 
business biography, however one which must be 
read with the author’s own viewpoint in mind, 
ie. the book is intended as a memorial record of 
a friend and business associate rather than as 
a critical study. 

As a biography, it draws a vivid picture of the 
life of Henry P. Davidson. It is the story of a 
steady progress from country bank clerk to a Mor- 
gan partnership, a story of achievement based 
on personal merit, and without the aid of in- 
herited wealth. But it is also a record of how 
greatly a winning personality and capacity for 
making friends may count toward business suc- 
cess. After making full allowance for the bias of the 
author, one is left with deep admiration for the 
executive ability and sterling integrity of Mr. 
Davison, And in the later years of his short life 
one gets a vision of the point of view of a great 
business man engaged in unselfish public serv- 
ice. Perhaps the organization and administra- 
tion of the war work of the Red Cross was the 
outstanding achievement of his life. 

The book, however, is much more than the biog- 
raphy of Henry P. Davison. It is an intimate 
record of important aspects of commercial and 
private banking in America during a period of 
more than a quarter of a century. It gives us a 


glimpse in the period before 1907 of men later 


to become-major factors in American banking. 
This is the story of New York in the panic days 
of 1907, of the creation a little later of strong 
banking units such as The Guaranty Trust Co. 
Interesting sidelights are given on banking reform, 
running all the way from The Aldrich Plan to 
The Federal Reserve System. But the absorbing 
interest of the book lies in its picture of J. P. 
Morgan and Co. and how its partners worked to- 
gether under the personal guidance of its senior 
member. The virtual underwriting of the deposits 
of the 12th and 19th Ward Banks, the attitude 
of Mr. Morgan toward the “Pujo” investigation, 
problems relating to New York City Municipal 
finance in the early days of the War, and Morgan 
activities relative to allied loans and purchasing 
in America are set forth in intimate and authori- 
tative fashion. It is a record of the highest type of 
service to the nation on the part of a great pri- 
vate business institution, and a record written by 
one in a position to know the facts. The service 
of the House of Morgan during the World War 
is a bright spot in American business history. 
J. Ray 


Washington University 


BOOK REVIEWS 


World Agriculture and the Depression. Vladimir 
P. Timoshenko. (Ann Arbor: University of 
Michigan Bureau of Business Research, 1933. 
Pp. 541-663.) (1). 

The author states that the purpose of his study 
is to explain the “causes and development of the 
world agricultural crisis.” He proposes, also, to 
show the relation of international agriculture to 
the present general economic depression. 

Professor Timoshenko develops his ideas through 
five chapters. The first deals with prices, produc- 
tion, and stocks of principal agricultural commodi- 
ties. Following this are discussions of foreign trade 
in farm products, international borrowing and 
balances of payments, and the “Collapse of 1929- 
1930.” 

The author takes the position that the causes 
of the crisis are to be found in other than money 
factors. In fact, the roots of the disturbance are 
in the falling out of balance of the elements of 
trade between the industrialized and the raw ma- 
terial producing countries. Prices of various 
staples of the farm began to decline before the ap- 
pearance of the industrial crisis—a condition which 
curtailed the buying power in the agricultural 
areas. This set into operation a train of events 
which were largely responsible not only for the 
subsequent economic distress, but for political 
measures designed to be at least a paliative for 
the trouble. Meanwhile, the import of fabricated 
goods into the agricultural areas exceeded the ex- 
ports of raw products. This condition was made 
possible largely because of the flow of foreign capi- 
tal into such areas; but this condition aggravated 
the difficulty because it made necessary larger 
payments from the agricultural countries—a con- 
dition which they were less able to fulfill, partly 
because of the decline of prices, partly because of 
the effort of many industrialized regions either 
to protect their farming industry, or to build up 
home farm production. 

The reviewer is inclined to believe that Profes- 
sor Timoshenko has developed an important as- 
pect of the international problems of unbalanced 
trade relations. But, just, as with the money fac- 
tor, one is apt to lay too much stress on the fate 
of agriculture as an element in inaugurating a 
downward trend in the cycle, or of prolonging its 
effect. While it is true, as the author states, that 
“agricultural and raw material producing coun- 
tries took nearly two-thirds of the world imports 
of manufactured goods,” the statement conceals, or 
diminishes, the significance of agriculture as a 
market for factory products. With the industrial- 
ized nations, the most important market is the 
home market. Agriculturalists as a market for 
factory goods have lost their relative importance, 
and the great mass of consumption is now among 
the people of the urban communities, and with 
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other persons than farmers even in the rural areas. 
This is notably the case with the United States 
where the impact of the depression was at least 
as violent as in any part of the world. Thus it 
happens that while the disturbance of the balance 
between city and rural communities, and between 
essentially agricultural, and essentially industrial 
countries, has had an influence on the depression, 
the leading factors in promoting the recent catas- 
trophe must be found in the lack of balances of 
other description. 
I. Lipprncorr 
Washington University 
St. Louis 


Cost Accounting Principles and Methods. Charles 
Reitell. (International Textbook Company, 
Scranton, Pennsylvania, 1933. Pp. v, 441.) 
Although the field of cost accounting literature 

is not as profusely covered with general texts 

as is the case with accounting principles, there 
are nevertheless sufficient of them to entitle us 
to ask that each newcomer into the field shall 
contribute something more than a mere restate- 
ment, while granting that a restatement is worth 
something. Professor Reitell’s book meets this test 
very well; it looks and reads differently from any 
existing text; it has a good deal of markedly dif- 
ferent subject matter, and above all its tone and 
emphasis are on the right side. By the last remark 
reference is made to the perpetual controversy 
between the presentation of managerial and policy 
considerations on the one side, and mere record- 

ing technique on the other side. The latter is im- 

portant; accounting teachers will never be able to 

ignore it and do justice to their subject; but un- 

less they can manage to get beyond it and make a 

considerable attack upon the body of managerial 

problems which lie behind the records their courses 
can hardly be regarded as entitled to a place in 

a college curriculum. With full recognition of the 

pressure in recent years to teach job-getting ma- 

terials, a college course must continue to be judged 
by its long run usefulness, and not alone by its 
immediate usefulness in helping the student to get 

a job. Judged on this basis Professor Reitell’s 

book ought to be welcomed into the fields; in addi- 

tion to his direct discussions of managerial prob- 
lems and policy the general underlying tone of 
the book lays the emphasis there. 

In addition to this the illustrative material is 
very good. By this is meant not so much the re- 
productions of forms as the worked out examples 
of procedure and method. For example, there is 
(Chapter XXII) a complete illustration of a proc- 
ess cost system, and (Chapter XXIV) a simi- 
larly complete illustration of a job cost system. 
In Chapter VI also the illustrative examples show- 
ing the relations between the cost accounts and 
the general books are excellent. As regards the 
reproduction of forms some of them have been 
photographed from originals, but others, such 
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as the series of time tickets beginning on page 114 
have evidently been reset in type to fit the book 
page. The latter practice has both advantages and 
disadvantages. The resultant forms are in some 
cases not much like the originals, and the student 
without experience does not get from them a very 
realistic idea of what the originals are. On the 
other hand, the process makes for clarity and we 
suspect that these forms will actually be read more 
than some of the forms reproduced by photo- 
graphic process. 

Speaking of these time tickets the author has 
not perhaps made the most representative selec- 
tion of this class of form. Probably the most 
widely used form of labor ticket is the job ticket 
and not the time ticket, the form which states 
the time for one man on one operation rather 
than the daily ticket showing on what operations the 
man worked. This book has several illustrations, 
but even the job order time ticket (page 116) 
provides for a series of operations rather than 
just one operation. As a matter of fact all these 
different forms are common, but the forms pre- 
sented here are perhaps not as representative as 
they might be. On page 112 a list of twenty-eight 
items of information is given as being included in 
“the comprehensive time ticket”; but in any given 
case the actual time ticket is of course likely to 
include only a small number of these items. 

In the preface the author sets for himself six 
major objectives: (1) the testing of plant per- 
formance, (2) the control of overhead by budget- 
ing, (3) a presentation of standard costs and budg- 
ets, (4) emphasis on managerial foremanship, (5) 
a discussion of distribution or selling costs, and 
(6) the importance of the presentation of cost 
data to executives. If these objectives be com- 
pared with the chapter titles, and also with the 
detailed subject matter of the book it will be 
found that the correlation is very close and the 
author has accomplished what he set out to do. 
The general organization of the book is into thirty- 
six chapters, divided into eight parts. 

In a detailed reading of the book the following 
items come to mind. 

The “powerful economic forces” which have 
made cost accounting so important in modern busi- 
ness are enumerated on page 3. To those there given 
might well be added the rapidity of industrial 
change in recent years, as this certainly has been 
one of the major causes of the increase in the use 
of cost accounting. These quick transformations 
give business managers the feeling that they are 
not as completely familiar with the facts of their 
business as they would like to be, and they no sooner 
become acquainted with one set of conditions than 
another set of conditions arises, An intensive study 
of the situation at any moment may give a man- 
ager a good knowledge of his business, but only 
continuous reports can keep that knowledge up to 
date. 

The description of inventory taking procedure 
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(page 98) is not perhaps entirely clear to a be- 
ginner. Although reference is made to slips con- 
taining the actual count being placed in bins the 
impression is given that the inventory quantities 
are written directly on to inventory sheets. No ref- 
erence is made to the common practice of attach- 
ing tags to the bins or materials, collecting these 
tags afterwards, and from them writing up the 
inventory sheets in the office. 

The discussion of budgets and standard costs 
(Chapters XXVIII-XXXIV) is likely to leave 
many students without any very clear idea as to 
just what is the relationship between a budget 
and a standard cost system. Granted that they 
are related, the reader is in places led to assume 
that they are one and the same thing. The chap- 
ter titles in this section alternate somewhat between 
the two topics, and so do paragraphs within a 
chapter. “A second function of budgets” is stated 
(page 352) to be the “setting of standards to 
measure performance.” In a chapter entitled “Book- 
keeping for Standard Costs” (page 389) the base 
figures for overhead are entitled “Direct Overhead 
Expense Budget,” and in the text these are re- 
ferred to as “standard budgets.” These of course 
are not budgets in the sense stated (page 340) in 
the definitions: “A budget may be defined as a sys- 
tematic schedule of transactions of financial sig- 
nificance which are expected to take place within 
a definite period in the future.” It seems impor- 
tant to distinguish between standard costs of the 
kind frequently called basic or normal, and a budg- 
et which is a plan or estimate for a future period. 

We notice by the way that the author, in speak- 
ing of an educational institution (page 341) states 
that “they must limit expenses to income” as a 
matter of obvious primary policy. This may be so 
for an educational institution, but we wonder if 
the author would say at this date that the federal, 
state and city governments are subject to the same 
necessity. 

Throughout the book the evidences of the au- 
thor’s enthusiasm for his subject will be noted by 
his friends. The only things they will miss will 
be the rhapsodies on fishing and the quotations 
from Robbie Burns. 

T. H. Sanpers 

Harvard Graduate School of 

Business Administration 


Some American Proposals for War Debt Revision. 
Edited by E. L. Bogart. (Urbana: University 
of Illinois Bureau of Business Research, 19383. 
Pp. 44.) 


This bulletin of the University of Illinois is 
an annotated bibliography of some twenty-eight 
proposals by American writers for the revision of 
the war debt. It attempts no criticism but rigidly 
follows a standardized procedure setting forth 
with regard to each study (1) the reference, (2) 
an analysis of the proposal, (8) the opinion of 
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the author of the plan with reference to valid- 
ity of obligation, relation of debts to reparations, 
and cancellation, (4) the summary of the pro- 
posal stated as far as possible in the author’s 
words and (5) what the proposal seeks to accom- 
plish. In addition, each of the twenty-eight plans 
are classified as follows:—those proposing (1) 
payment in the form of bond issue, (2) payment 
in the form of existing negotiable securities, (3) 
payment in the form of colonies, goods, and serv- 
ices, (4) the use of debt in tariff and disarmament 
bargaining, (5) reduction related to American ex- 
ports to the debtor countries and (6) miscellaneous 
proposals which could not be classified as above. 
In spite of the fact that the bulletin does not 
exhaust the proposals for war debt revision, it 
makes a very useful handbook for reference on the 
subject and indeed this is all it attempts. 
R. C. FietcHer 
Washington University 


Legal Provision Affecting Real Estate Taz Delin- 
quencies, Tax Sales, and Redemptions. M. H. 
Hunter. (Urbana: University of Illinois Bureau 
of Business Research, 1933. Pp. 41.) 

Doctor Hunter has done an excellent piece of 
work in this bulletin of compiling and analyzing 
a mass of information on real estate tax delinquency 
which I doubt is available in any other single 
writing. He has, however, restricted himself almost 
entirely to factual information, which leaves little 
or no room for raising controversial questions, or 
even for challenging his conclusions. 

The first point that he makes clear is the great 
lack of uniformity among the various States in 
regard to the manner of handling cases of real 
estate tax delinquencies, It is still true that the 
right of taxation is inherent in the sovereign power 
of the State. After a proper assessment, and the 
tax is not paid, the State may treat the sum 
due as a legal debt, and take the usual and neces- 
sary steps to collect it. The chief distinction is 
when a judgment has been obtained after a tax 
default, the State usually must levy on the as- 
sessed property, although there is a recent tend- 
ency to resort to other sources of income. In every 
case of delinquency, there is an additional sum 
placed on the tax. There does not seem to be any 
rule or rules for the determination of what this 
additional sum shall be. Some States add the legal 
rate of interest on the tax in default, which is not 
only fair but business-like. Other States add a much 
larger sum, presumably as a down-right penalty. 
It is only to be hoped that the first procedure will 
be adopted, except in cases of fraud. 

There has been a distinct trend in the last few 
years to give the delinquent tax payer, what we 
might call, the “breaks.” The period for the re- 
demption of his property, which the State has 
taken on account of tax defaults, has been greatly 
lengthened and the procedure considerably sim- 
plified. In not a few cases, the State never takes 
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an indefeasible title, and the real property may 
be redeemed anytime until it is resold to a new 
owner. In other cases, a special effort is made to 
save the title in the owner by requiring that the 
collection of defaulted taxes be taken out of the 
sale of his personal property, if any can be found. 
Or that the real property be leased, or any prod- 
ucts, such as wood, etc., be seized to meet the de- 
linquent taxes. 

Another glaring lack of uniformity which Pro- 
fessor Hunter discusses is in regard to the meth- 
ods of disposal of the real estate which the State 
must take when the taxes are allowed to lapse. 
The practice followed seems to vary all the way 
from auctioning the land to the highest bidder 
at a public sale, regardless of the amount bid, 
to escheatment to the State. In some states the land 
is held in trust, and if transferred, it will be by 
quit-claim deed. 

Another point which the author discusses, and 
which should be noted here, is the recent changes 
in legislation in regard to real estate tax delin- 
quencies. In general, I think these changes may 
be put into two groups: first, those statutes that 
are intended to simplify and clarify procedure, 
and also to reduce certain penalties which were ob- 
viously too severe; secondly, those statutes which 
are intended to be effective only during this pres- 
ent emergency. 

A reading of Professor Hunter’s pamphlet, which 
only contains some forty pages, cannot leave 
one in doubt about the necessity of a further sim- 
plification of our tax laws. 

O. Bennetr 

Washington University 


Depreciation, A Review of Legal and Accounting 
Problems. Public Service Commission of Wiscon- 
sin. State Law Reporting Co. (New York, 1933. 
Pp. 196. Paper $1.85.) 


Public Utility Valuation. Willard J. Graham. (Uni- 
versity Chicago Press, 1934. Pp. 95. Paper $1.00.) 
It is particularly interesting just now, amid so 

much discussion of a “planned economy,” to read 
these two little books on opposite sides of the de- 
preciation question. A precise formula for bringing 
opposing interests like consumers and investors in- 
to a stable equilibrium probably can never be de- 
vised, Whether the balancing agent is free com- 
petition (which we long ago repudiated for Utili- 
ties) or commission regulations and court rulings 
(which we dispute so much about) or some dicta- 
tor-committee (which we yearn for so we may 
avoid the effort of thinking), something will al- 
ways occur to disturb the equilibrium we thought 
we had secured, or to change our individual status 
so that we again fall into disagreement. 

The utility industry has not heretofore been 
entirely without its planners. Legislatures creat- 
ing utility commissions, commissions administering 
the laws, experts arguing pros and cons, courts 
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establishing reasoned precedents—these have been 
planners to the utility industry and they were un- 
doubtedly trying to the best of their ability to 
“plan” the industry in the social interest without 
favoritism toward either investor or consumer. If 
this planning shall be considered to have failed 
in spite of the time and care spent upon it by 
a great many people, if so great a disagreement 
still exists concerning a vital factor as these two 
books indicate, where shall we find a group of su- 
per-planners with more foresight, greater powers 
of prediction, additional flexibility under chang- 
ing conditions, which can resolve even this one 
disagreement about depreciation without being 
purely arbitrary? 

The issue raised by the two books is that of de- 
preciation on original cost vs. depreciation on re- 
production cost. On the side of original cost are 
accounting theory, industrial practice and in- 
come tax regulations; on the side of reproduction 
are the not unbiased arguments of utility com- 
panies pleading for investors faced with a rising 
level of prices, the trend of court decisions largely 
influenced by confiscation doctrines—confiscation, 
that is, of investors’ property if rates were low- 
ered, not confiscation of consumers’ property by 
high rates based on replacement equipment not 
yet in use or even manufactured—and finally 
there is the recent doctrine that profit being, as 
it is said, the difference between prices in the pur- 
chase and sales markets on the same day rather 
than in the difference between original purchase 
cost and later sales price, requires the systematic 
use of reproduction cost for its calculation. 

The report by the Wisconsin Commission was 
prepared at the request of the National Associa- 
tion of Railroad and Utility Commissioners and 
is very highly spoken of in the convention pro- 
ceedings. About three-fourths of the 200 pages 
of the report is devoted to contrasting the ac- 
counting and legal theories of depreciation and 
one-fourth to a consideration of improved methods 
of estimating service life and reserve requirements. 

So different are the various views of deprecia- 
tion that discussions generally “create biases which 
muddle rather than clarify the issue.” Therefore 
the Commission sets out to present a “view of an 
ultimate depreciation policy toward which -we 
believe all commissions should strive.” This view 
emphasizes (1) depreciation as an original cost to 
be spread over service life; (2) depreciation re- 
serves as an accounting method; (3) the associa- 
tion of annual depreciation charge and accrued de- 
preciation for the rate base; and (4) the need 
for working out dependable methods for estimat- 
ing service life and collecting equipment mortal- 
ity experience. 

The issue (p. 14) is whether depreciation is a 
surplus reserve variable according to managerial 
judgment and the status of cycle profits, or a 
non-variable cost to be spread out over service 
life as part of the cost of producing the service 
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which the consumers are currently receiving. The 
question is still whether depreciation is a matter 
of financial expediency or cost finding as it was 
when railroads began the debate nearly a century 
ago. 

The issues as outlined by Prof. Graham (p. 54) 
are as follows: 

1. Should costs provide for replacement of dol- 
lar (money) capital or physical capital? 

2. Should product or service costs (and selling 
prices) include a charge for the original cost of 
the portion of fixed properties consumed in pro- 
duction or for the current effective (reproduc- 
tive) cost of equivalent properties? 

83. Will depreciation on current reproduction 
costs provide for replacement of fixed proper- 
ties at some future period at a price level which 
cannot be determined in advance? 

4, To what extent will disparity between specific 
prices and general prices result in a differential 
between a return of physical capital and a return 
of economic capital? 

More succinctly: Under conditions of a fluctuat- 
ing general price level both depreciation charges 
and fair return, if based upon original cost, “re- 
sult in charges to the customer and returns to the 
investor which, though uniform in terms of dol- 
lars, are variable in terms of purchasing power.” 
It would be very desirable to obtain “a stabilized 
real income to the investor and a constant current 
competitive cost to the consumer.” This the sys- 
tematic use of reproduction cost would accom- 
plish where the use of original cost would not. 

Prof. Graham lays down his purpose (p. 2) as 
being to examine the relative advantages and dis- 
advantages of alternative depreciation bases with- 
out much primary use of statutes and decisions 
for the reason that laws are alterable should some 
one base be accepted as the most desirable. The 
“ideal base” he thinks would be “reproduction- 
cost of service” for this base would rest on the cost 
of the most efficient plant for that particular 
service and would provide an incentive to high 
efficiency by penalizing for absolescence. But he 
thinks this base out of the question because it 
would be hopeless to get expert agreement on 
what is the “most efficient plant.” As the next 
best base, the author chooses reproduction costs 
determined by the use of a special utility com- 
pany index number since this would avoid the 
uncertainty, delay and expense of appraisals. 

Most of the reasons advanced for the author’s 
preference for the reproduction cost base seem 
to be related in one way or another to unstable 
prices and fluctuating economic conditions. That 
rate base will be best which will most nearly pro- 
duce a more uniform real income for investors and 
a more constant real cost per unit of service for 
consumers, “a cost that reflects current market 
costs” and thus strikes a balance between utility 
services and alternative services. Reproduction cost 
is the base which will best accomplish these ad- 
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justments. It also has the advantage of contribut- 
ing a “leveling effect” to the course of the busi- 
ness cycle by encouraging more utility construc- 
tion in low cost periods and less in high cost pe- 
riods. 

The recommended provisions for keeping utility 
accounts are skillfully arranged to avoid reflect- 
ing changing price levels. The property accounts 
and depreciation are entered at original costs. 
Independent computations are made of deprecia- 
tion on a reproduction cost base and the difference 
in the two amounts of depreciation is set up as 
a special reserve (p. 73). A debit balance in this 
reserve is an offset to capital indicating a shrink- 
age in capital value by reason of lower price levels 
and a credit balance indicates investment in re- 
placement costs above the assets retired. 

The Wisconsin Commission is less concerned with 
the effect of fluctuating purchasing power upon 
the economic position of the two parties than it 
is with resolving the depreciation issue according 
to the logic of the purpose of depreciation. They 
point out that depreciation must be recognized 
even if replacement was not contemplated, and 
that the cost of unbought equipment cannot in- 
fluence the cost of service today. Consequently the 
purposes of depreciation cannot be fulfilled by 
basing its calculation on reproduction cost. 

Original cost is preferable and the more logical, 
the commission feels, even though the trend of 
legal opinion is otherwise. The courts accept too 
many varieties of ideas and thus miss the bene- 
fits of a definite guiding principle. Such a prin- 
ciple is to be found in original cost, for full ac- 
ceptance of it would completely separate deprecia- 
tion from treatment as a financial expedient re- 
lated to the voluntary appropriation of surplus. 

With original cost as a base, “accounting at 
least approximates fact and is not converted into 
a system of weird guesswork.” Depreciation on 
original cost has only one estimated factor, that 
is service life; reproduction has two: service life 
and invoice cost. That being the case, the com- 
mission favors accepting cost as the rational base 
for both accrued and annual depreciation and 
bending all energies upon securing detailed prop- 
erty records and actuarial analysis of the result- 
ing facts so that equipment-mortality tables may 
soon reduce the one estimated factor of deprecia- 
tion accounting (service life) to a basis which 
will be as dependable as the invoice cost of pur- 
chased equipment. 

Although the two books may seem on opposite 
sides of the question if one is to judge by title 
and outline, yet closer consideration shows them 
close together in concluding that the fundamental 
accounting processes should consistently use cost. 
The Commission stops at that point; Prof. Graham 
goes a step farther. Although the latter argues 
for an extensive use of data about reproduc- 
tion cost, he does not propose a direct modifica- 
tion of accounting for cost. His plan uses repro- 
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duction cost as the basis of reserve accounting 
procedures which will furnish much of the man- 
agerial data associated with that base without 
destroying the cost characteristics of the main ac- 
counts. 
A. C. Lirrieton 
University of Illinois 


Economic Development in Modern Europe. Clive 
Day. (New York: The Macmillan Company, 1933. 
Pp. xiv, 447. $2.50.) 

Dr. Day refers to “this sketch of economic de- 
velopment” as a means of presenting for study “the 
institutions of the two most important branches 
of productions—agriculture and manufacture, and 
to suggest their relations to the political and so- 
cial conditions of the times.” The work includes 
only four countries—England, France, Germany 
and Russia, for the period beginning about 1700 
for the first two and somewhat later for the last 
two. It would appear from the questions and ref- 
erences at the conclusion of each chapter that the 
author intended to equip the volume for textbook 
purposes. If so, he was quite justified for it is ad- 
mirably fitted for a semester course in the subject. 
However, it is even more valuable for the general 
reader, and this reviewer commends the book to 
exporters, travelers, and students of politics be- 
cause of the excellent background provided for 
an understanding of present economic conditions in 
the several countries and also to those who seek a 
clearer understanding of our own international 
position and problems. The most essential thing 
in trying to attain something of an organized grasp 
of the present state of international economic 
conditions is perspective and that is just what 
Dr. Day has provided. Indeed, it is quite impos- 
sible to gain an adequate understanding of what 
has been called the present world-chaos except by 
a study of the evolution of economic institutions 
from the time of Adam Smith down to the present 
and when the process is traced by one so familiar 
with the subject matter as Dr. Day the chaos 
has a tendency to assume the form of definite 
economic forces around which other forces play in a 
fairly understandable way. 

The first six chapters are devoted to England, 
and the author takes up this phase with the in- 
tention of showing “that the economic development 
then (about 1688) as always was conditioned by 
political factors, that the English Industrial Revolu- 
tion of the eighteenth century depended upon the 
political revolutions of the seventeenth.” Step by 
step he brings out the vital factors which account 
for modern England. Thus, “England owed her 
Industrial Revolution to a class of men who had 
not previously existed there. .. .” Again, “a capi- 
talist society such as that presented by England in 
the eighteenth century made the steam mill in- 
evitable.” Referring to nineteenth century Eng- 
land, Dr. Day says “The emphasis on property, 
at the expense of persons, is the keynote of the 
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period.” The potential economic power of the na- 
tion was released by individualism and economic 
laissez faire, but the dominant position thus gained 
was experiencing the competition of other coun- 
tries even before 1914. Finally, there comes the 
highly valuable chapter, “English Manufacture 
Since the War,” in which the factors making for 
rigidity in English economic life are clearly brought 
out, and the chapter, “England: Post-War Prob- 
lems” in which the “deceptive appearance of pros- 
perity” and its consequences are well treated. Eng- 
land was in a difficult position. The occupations 
which grew in relative importance were sterile, 
from the standpoint of foreign trade. Unemploy- 
ment grew. “A laborer, able and willing to work, 
will lack employment when the capitalist who 
might advance his wages calculates that he cannot, 
taking all costs into account, sell the product at 
a profit in any market open to him.” Apparently 
English labor did not see that in the long run 
they were “dependent for their food on what the 
export industries could buy for them” and that 
“means must be found to buy from abroad the 
necessary food for the people.” Moreover, the 
people to whom England must look for a market 
for her exports “were outside the range of Eng- 
lish legislation.” Just how could the English ex- 
porter attain the necessary foreign balances if he 
could not compete in foreign markets because of 
rigid cost factors at home? England “selfcon- 
tained” was quite impossible as a way out, nor was 
Imperial Preference sufficient. The future for Eng- 
land undoubtedly holds problems difficult of solu- 
tion. 

Dr. Day begins the hundred pages devoted to 
France with the incontestable statement that to 
understand contemporary France, one must carry 
his study back at least as far as the eighteenth 
century. Beginning there he traces with skill the 
basic aspects of French economic history. Thus, 
the fiscal system which drained the resources of 
the producers and gave them to non-producers who 
bulked large in affairs; the lack of a stimulating in- 
dividualism in industry; the prevalence of restric- 
tions and lack of a class of business leaders; a 
wide distribution of land and a low level of produc- 
tivity; the predominance of the small landholder 
and his reluctance to improve his methods of 
cultivation; all of these help to explain the lag of 
France behind England. Then, too, there is the 
presence of an urban bourgeois, a hindrance to 
France in international economic competition de- 
voted as they were to a mediocre security. But its 
by-products, the low birth-rate and lack of en- 
ergy, left France comparatively weak industrially 
and, therefore, vulnerable. The chapter on “Post- 
War France” certainly does not leave one with the 
conviction that France can maintain that economic 
security and tranquility which she so much de- 
sires without alliances, unless her people can be 
made effective in the utilization of the very eco- 
nomic forces which threaten her. 
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As for Germany, “There were still .. . (in 1844) 
56 different laws regulating bills of exchange” and 
even after formation of the Empire the Germans 
had a country “favored neither in soil or climate 
... made up their deficiencies by hard work and by 
that application of scientific method which is char- 
acteristic of the people.” So, by 1900 Germany had 
become an industrial state in the sense “that the 
country must look to the export of manufactures 
to buy the needed supplies from abroad.” The 
turning point in German economic history came in 
1871 and by the outbreak of the World War Ger- 
many had become the greatest industrial country 
of the world, “measured by the absolute number 
of those engaged.” Discipline, education, moral 
qualities, organization, application of science, 
trained experts, adaptation and specialization tell 
the story of her greatness in machinery, chemistry 
and electricity. 

Considering its brevity, the chapter on “Post-War 
Germany” assembles the vital facts and leaves a 
clear background for the crisis of 1931. Dr. Day 
thinks the extreme inflation of the mark was the 
logical outcome of the prevailing conditions, but 
the losses therefrom vastly exceeded the gains. The 
failure of both the Dawes and the Young Plans 
was inevitable since Germany could build up no 
export surplus against which to draw. Consequently 
the vast amount of foreign borrowing the future 
of which must depend upon the recovery of Ger- 
man markets abroad. Yet Germany struggled for 
a solution of her problems and made some gains 
in agricultural methods and also in industry, try- 
ing, at least, everywhere “to apply the new prin- 
ciples of a rational economy.” But the “critical 
test of success was the development of an active ex- 
port trade,” a result not attained in the face of the 
vast obstacles. Economies through formation of 
cartels and combinations were offset by socialist 
politics which advanced wages and increased cost 
of production, making it difficult for Germans to 
sell enough in foreign markets to buy food for the 
three months of the year not covered by their 
own agricultural output and this even with repara- 
tions removed. Such is the present situation which 
explains much that lies behind the Hitler move- 
ment. 

That part of Dr. Day’s book relating to Russia 
should make the widest appeal, for it elucidates a 
complex situation but vaguely grasped by Ameri- 
cans. The status of Russia before Emancipation, 
followed by analysis of “Organization of Russian 
Agriculture” and the communal system in particu- 
lar provides an excellent brief background. “.. . 
not a single one of these institutions was respon- 
sible for the backwardness of the Russian peas- 
ant, ... it was a combination of all . . . the situa- 
tion was so bad because these institutions exactly 
suited him.” Moreover, the evil conditions were 
intensified by two special phenomena .. . “villages 
too large and families too small,” since “the agricul- 
tural village is the setting in which the power 


of capital is exploited in its most horrid form.” 
There follows a fine chapter, “The Russian Peas- 
ant” and then the discussion passes to “Russian 
Manufacture” in which kustar industry is well pre- 
sented. “Russian Factory Industry” after 1861, 
brings out the obstacles to industrialization and 
completes the background for “The Russian Revo- 
lution.” Here the rise of the Bolsheviks and their 
utilization of the soviets are clearly set forth and 
Dr. Day aptly remarks “Russia had not escaped 
from bureaucracy in overthrowing the czarist gov- 
ernment.” Then come land seizure and the New 
Economic Policy, the retreat from socialism, the 
Five-Year Plan, the rise and decline of kulaks 
and compulsory collectivization. The formidable 
obstacles to success of the Bolshevik program stand 
out with a distinctiveness only equaled by the stub- 
born struggle to overcome them. Russia was con- 
fronted with a low level of productivity, a situa- 
tion which could be overcome only by rationaliza- 
tion. But this was to be achieved in a way which 
would promote socialism among the uncompre- 
hending peasants, hence “every peasant diverted to 
industry represented so much political gain.” Dr. 
Day thus reveals the true inwardness of the whole 
program. 
E. A. Kixcam 
University of Virginia 


Money: Gold, Silver and Paper. Francis W. Hirst. 
(New York: Charles Scribner’s Sons, 1934. Pp. 
xi, 300. $2.00.) 

According to the author, “This book is not in- 
tended as a tract for the times. .. . What I have 
set out to accomplish ... was a critical history of 
Money from the earliest times down to the present 
year, using language intelligible to all... .” Parts 
of the volume are composed of lectures given at 
various places, but they have worked in so adroitly 
with other material that the purpose of the author 
is in no way defeated. The first six chapters re- 
late to the early history of money, Chapter VII 
discusses “The Dollar,” Chapter VIII, “The Pound 
Sterling,” then follow chapters on “Silver and Sil- 
ver Prices,” “Gold and Gold Prices,” “The Quan- 
tity Theory of Money,” “Foreign Monies and their 
Values in Exchange,” “Bank Money and Paper 
Money” and finally, “Monetary Reform and Ideal 
Currencies.” 

Among the outstanding features of the book is 
the chapter on “Wampum,” the attack upon the 
“false idea that used to exist that the suspension 
of the Act of 1844 involved a suspension of specie 
payments,” the conclusion that “ . . . the silver 
standard is infinitely preferable to any of the incon- 
vertible paper standards of which nations have had 
any long trial,” the opinion that accumulation of 
more than two-thirds of the world’s monetary gold 
by the United States and France, “helped to bring 
about the downfall of prices which precipitated the 
monetary and banking crises of 1929 to 1933,” 
that “Experience has proved that sooner or later 
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an inconvertible paper currency with no intrinsic 
value comes to grief,” that the proceedings of most 
of the post-war governments, in devaluation of 
their monies, “constituted fraud and robbery on 
the most wholesale scale ever practiced by rulers 
at the expense of their subjects or by representa- 
tive bodies at the expense of their constituents,” 
and that the “objection to bimetallism does not 
apply to symmetallism” since the former seeks to 
control prices by artificial means, and, “like other 
valorization schemes for rubber, coffee, etc., is al- 
ways in danger of breaking down,” while the 
latter set a fixed ratio between gold and silver, 
not of price, but of weight only. 

Mr. Hirst favors the gold standard. Bimetallism 
is a menace and all schemes for managed incon- 
vertible paper money are dangerous because their 
“success and permanence would be dependent on 
the competence and trustworthiness of politicians. 
.. 2” In short, Mr. Hirst favors a “fool-proof and 
knave-proof” monetary system, But, since an inter- 
national silver standard is out of the question and 
a universal gold standard is “endangered by the 
probability of a rapid decline before very long in 
the production of the Rand,” the “best of the prac- 
tical policies now available for creating a good 
international monetary system” would involve a 
redistribution of gold stocks held by the United 
States and France and a concerted action in “econ- 
omizing gold and regulating gold prices” by the 
central banks of the world. But, there “is no 
reason why silver should not be brought into play 
to assist gold and enlarge the metallic basis of 
the world’s currencies.” 

Mr. Hirst has written a book which achieves 
its purpose and it is therefore a useful volume 
for reference reading in classes in monetary eco- 
nomics, an interesting volume for the general reader 
and not without sections quite profitable for the 
specialist in money. He reveals a wide knowledge 
of the literature on money and firm grasp of 
monetary and economic history, a conviction that 
even the more advanced nations are insufficiently 
advanced in a knowledge of economics to justify 
adoption of any monetary system of which the 
essence is not a commodity of independent value, 
and, finally, much common sense. The reviewer 
recommends the book as a delightful, non-tech- 
nical treatment of the history of money which pro- 
vides an excellent background for penetration of 
the illusions involved in the various monetary pan- 
aceas so generally advocated today. 

E. A. Krxcam 

Dniversity of Virginia 


What Everybody Wants to Know About Money. 
G. D. H. Cole, Editor. (New York: Alfred A. 
Knopf, 1933. Pp. xii, 4382. $3.00.) 

“What everybody wants to know about money” 
is a collaborative treatment of money by Mr. Cole 
and nine other Oxford economists, “meant pri- 
marily ... for the general reader.” “What the or- 
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dinary man wants to know most of all is how 
far the world’s troubles are capable of cure by 
purely monetary remedies ...,” and, judging from 
its title, this is what the book undertakes to an- 
swer. Obviously the first problem to be disposed of 
is the meaning of money and the answer, as worked 
out by Mr. Cole, makes money include bank notes 
as well as “coins made of metal,” convertible 
token coins and bills of exchange. Checks are ex- 
cluded but bank deposits are not. Indeed the lat- 
ter constitute an item so important that he is 
led to consider whence “banks derive their abil- 
ity to make purchasing power apparently out of 
nothing?” The following discussion does not fully 
consider forced saving, so well presented by Rob- 
ertson,' but stops with the suggestion that the 
control of the amount of money which a banking 
system can create rests mainly with the central 
bank itself. But it does not follow that the latter 
can engender prosperity, though it may cause a 
depression. Mr. Cole is thus led to discuss the 
quantity theory of money. Unfortunately, his at- 
tempt to simplify results in oversimplification. He 
thus fails to bring out the real meaning as does 
Cannan.’ But the ensuing discussion affords very 
little comfort to those theorists who would cure 
the depression by inflation. 

Continuing in “Money and the World Crisis,” 
Mr. Cole points to the deceptive character of the 
price level in 1929, for he feels that the Ameri- 
can policy of stabilization exaggerated disequi- 
libria, the result being a surplus in industry which 
went to profits rather than wages. This was re- 
invested and thus caused consumption to lag be- 
hind production, a situation which eventually un- 
dermined the stock market boom and the deflated 
speculating public ceased its instalment buying. 
But, while stabilization exaggerated the disequi- 
libria it did not bring on the depression. The de- 
cline of American capital exports to Europe, the 
decline of American buying, the growth of pro- 
tectionism, the development of quotas and ex- 
change control, all of these helped to produce the 
depression that eventuated in the “run” on the 
Bank of England. But it was the decrease of prices 
relative to debts which took America off the gold 
standard, hence the outcome of the Roosevelt policy 
must turn upon the success in creating consumer 
demand. 

In any event, the old gold standard cannot be 
restored and we, therefore, face the problem of 
control of credit and we are thus brought to Mr. 
Harrod’s chapter, “Currency and Central Bank- 
ing.” Here it is pointed out that the central bank 
has two main problems: (a) the effect of changes 
in the quantity of circulating medium and (b) 
the effect of the foreign balance of payments. Since 
the central bank must safeguard the gold stand- 


* Robertson, D. H. Money, Ch. V. 
?Cannan, E. An Economist’s Protest, pp. 884 
891. 
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ard, it cannot allow a serious adverse foreign bal- 
ance to develop. But, to prevent this the internal 
equilibrium may have to be sacrificed. Hence, a 
country may have to abandon gold and look to 
some form of international cooperation, thus mak- 
ing a choice between known perils of the former 
and an unorganized essential cooperation. There 
follows an excellent and clear outline of the prob- 
lem faced by both England and America. 

The chapter on “Commercial Banks and Credit” 
by Mr. Radice comes in logical order, for com- 
mercial banks are under the control of the cen- 
tral bank. Yet the former have problems of their 
own arising out of the necessity of protecting 
depositors, an objective which they may achieve 
at the expense of industry. Indeed, that is just 
the result. But the misuse of credit depends chiefly 
on the amount available and that can be con- 
trolled by the central bank, hence the necessity of 
control of the central bank to national planning. 
In spite of their adherence to the short-term 
credit field, the British joint-stock banks have not 
done what they might to overcome the depression 
in England and thus we are left with the impres- 
sion that they, too, should be socialized. 

Mr. Vallance then follows with a chapter on 
“Foreign Trade and the Exchanges,” in which the 
elementary principles of the subject are clearly 
presented. He then passes to the confusion of bal- 
ance of trade and balance of payments and borrow- 
ing to effect the latter, pointing out that such 
borrowing must be within the limits of ability to 
pay, a point not observed by Germany and Cen- 
tral Europe. Hence, the withdrawal of short-time 
funds and the decline of Reichsbank reserves to 
the point which necessitated the “stand-still” agree- 
ments. But these agreements created an impression 
that the British joint-stock banks were not suffici- 
ently liquid and there followed the “run” on the 
pound and the abandonment of gold. But for- 
eign trade demanded some stability of exchange 
and the Exchange Equalization Account was set 
up, an event which justified itself on several 
counts. Certain countries tied themselves to sterling, 
but those with adverse balance of payments re- 
sorted to quotas and exchange control, thus main- 
taining a balance which could not be settled, if 
adverse, by borrowing. But these methods so para- 
lyzed trade and favored vested interests that only 
drastic measures can prevent the destruction of 
international trade. 

“Capital and Investment” by Mr. Mitchison 
briefly surveys the market for long-term funds in 
Great Britain, United States, France and Ger- 
many and points to the “obvious public duty of 
coordinating issues of industrial capital.” Systems 
have grown up in various countries without ref- 
erence to the social service which they render, 
hence capital and investment must be controlled 
by a body which considers only the public welfare. 
Of course all of this assumes the complete break- 
down of the price system, a subject which Mr. Dur- 


bin analyzes under “Money and Prices,” the most 
vital chapter of the book. “... what ought to hap- 
pen to money and prices in order that full em- 
ployment of all available resources throughout a 
long period of time may be preserved?” is the 
real question to be answered. Three solutions are 
considered and the first, stabilization of prices, is 
rejected since it is “not possible to stabilize prices 
within the institutions of a system founded on pri- 
vate enterprize.” The second, stabilization of “the 
amount of money spent within the system” is re- 
jected because of its deflationary effect and the 
ensuing unemployment. But Mr. Durbin thinks 
that the level of incomes can be stabilized, thus 
stabilizing employment, but not prices. 

Mr. Gaitskell considers “Four Monetary Here- 
tics’—-Major Douglas, an engineer, Prof. Soddy, 
a chemist, Gesell and Eisler. He finds Major 
Douglas difficult to understand, hence difficult to 
elucidate and rather intolerant of economists. But 
fair analysis finds little substance in the Major’s 
program. Prof. Soddy’s venture into economics 
leaves him with more respect for economists and 
economics and the conviction that chemistry is 
none too good a foundation for economic intrica- 
cies. Gesell’s “Free Money” plan for elimination of 
hoarding which is responsible for interest and in- 
dustrial depression, is the ingenious idea of an ama- 
teur which might work in countries where money 
consists largely of notes. Dr. Eisler’s remedy for 
failure of consumers’ incomes is likewise rejected. 
The trouble with these and other heretics is their 
dependence upon a single monetary solution of de- 
pressions, considered complete in itself. Moreover, 
they make a strong appeal because they represent 
and express “the common dislike and revolt against 
the expert,” which restores the public’s self-respect. 

Colin Clark next develops an excellent chapter on 
“Investment, Saving and Public Finance.” First he 
works out substantial definitions of “national in- 
come” and “investment” and then considers this— 
will an increase of purchasing power, resulting 
from public works, “enable people to obtain more 
goods, or will it (be) filched from them again in the 
form of simply having to pay higher prices for the 
goods they already buy?” It depends upon the re- 
lation of current output to total productive capac- 
ity, for as long as the former is relatively low, 
the expenditures will increase consumption without 
a corresponding increase of prices. How far, then, 
should the government go with its expenditures? 
It might be justified in unbalancing its budget, but 
increasing taxation is to be preferred. All of this 
rests, of course, on the presumption that the gov- 
ernment credit will hold out until equilibrium is 
restored or that taxation will be endured. 

In the tenth chapter, “Debts,” Mr. Hargreaves 
first disposes of certain popular misconceptions re- 
garding debt and then passes to international debts 
and so to reparations and the changing economic 
conditions which have aggravated public debt prob- 
lems in general. But the scope of the chapter in- 
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cludes private debts, both long- and short-term and 
the method of their reduction or abolition. Among 
these inflation comes in for consideration and the 
conclusion is reached that the “structure of in- 
debtedness must be adapted to the requirements 
of the economic situation as a whole.” In the two 
final chapters, Mr. Cole presents “The Socialization 
of Banking” and the “Conclusion.” As for the 
former, he takes the position that the central bank 
should be socialized and that the best results de- 
mand also the socialization of deposit banking. 
In addition, he would have a “National Investment 
Board” to control long-term credit, but Socialists 
do not propose to “socialize the entire industrial 
system at a blow.” The process is to be gradual 
but certain, since the life-blood of industry is credit 
which is to be socialized. As for the latter, Mr. 
Cole holds that an international unified currency 
system is impracticable for a world not unified in 
an economic sense. That being the case, individual 
nations can best solve their own problems, but not 
by stabilization of the price level, for that would 
be but an aggravation of disequilibria. The way 
out is to be found by raising wages in keeping with 
increasing productivity. But, the monetary factor 
and all other factors must be controlled, since 
“interference with one, while the others are left 
unregulated, is certain to result in a fatal lack of 
balance in the working of the economic system.” 

This volume is a valuable and scholarly treatise 
on money in its major ramifications. And, while 
it contains little that has not been brought out in 
other works, especially European, it successfully 
collaborates the work of specialists in language 
which is clear, even though the problems are often- 
times beyond the “general reader.” However, the 
book is something more than a treatise on money; 
it is, in addition, a series of arguments in behalf 
of that sort of planning which involves socialization 
of the major productive and credit agencies. It is 
not, therefore, merely a statement of “What every- 
body should know about money,” for a true under- 
standing of monetary economics does not neces- 
sarily include an understanding of a planned 
economy. Nor does it follow that a planned econo- 
my is essential to the solution of monetary prob- 
lems or that socialization is essential to planning, 
though it must be admitted that the authors have 
made out a good case to that effect. However, the 
book is a useful and justifiable addition to the 
literature of money because it assembles so effec- 
tively much that is essential to a grasp of the pres- 
ent problems of the world. 

E. A. Kixcaw 
University of Virginia 


Great Britain and the Gold Standard. H. F. Fraser. 
(New York: The Macmillan Company, 1933. Pp. 
xi, 206. $3.50.) 

Mr. Fraser makes it clear that his analysis is 
not confined to the subject in a narrow way for the 
gold standard problem is so intimately connected 
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with the present world depression that his “treat- 
ment has had, of necessity, to deal broadly with the 
various factors in the depression.” In addition, in 
dealing with the depression he has “tried to avoid 
the two extremes, that of exaggerating the mone- 
tary factor, or of failing to give it due importance.” 
In thus developing his work the author has given 
it two distinct advantages lacking in most treatises 
on money. The analysis begins with “The Pre-War 
Theory and Practice of the Gold Standard,” after 
which there come chapters on “War-Time Inflation 
and the Return to the Gold Standard,” “Monetary 
and Non-Monetary Factors in the Depression” and 
“British Monetary Policy and the Return to Gold.” 
Obviously, the book concentrates on the monetary 
problem of the last twenty years. 

To begin with, a country “is said to be on the 
gold standard when it keeps the value of its mone- 
tary unit equal to the value of a certain weight of 
gold.” From this base the author carefully develops 
the nature of the international gold standard, but 
he explains that it is not to be interpreted to mean 
“the same price-level and an identical scale of 
money incomes in the different nations.” Moreover, 
since the issuance of bank notes and the develop- 
ment of deposit currency, “the operation of the 
gold standard has never been entirely automatic” 
and it is doubtful whether the standard can be suc- 
cessfully maintained “in a world honeycombed with 
tariffs like those prevailing at the present time.” 

In his discussion of war-time inflation, Mr. 
Fraser gives the clearest explanation of the proc- 
ess by which inflation came about in England so 
far found by this reviewer and it is also made 
obvious that while England did not stop gold pay- 
ments while the War was on, she actually did aban- 
don the gold standard, though the fact was some- 
what obscured. As for the United States, the gold 
standard was retained but, in order to maintain the 
old parity, the Federal Reserve Board pursued a 
thoroughly deflationary policy. The alternatives, of 
course, were the lowering of legal reserves or de- 
valuation of the dollar, And, the falling prices in 
America made it more difficult for England to re- 
turn to gold at the former parity, a policy which 
was roundly criticized at the time as one which 
subordinated the interests of British internal 
economy to the interests of the international status 
of the pound. The result was overvaluation of the 
pound with all the evil consequences which fol- 
lowed. 

As for the post-war gold standard, “we may dis- 
miss at once the idea of an actual shortage of gold 
as a cause of the present depression ... ,” for “gold 
is not the only factor determining the price level, 
and at times it is not even the most important fac- 
tor.” Moreover, Mr. Fraser does not admit that 
maldistribution throws light on the present de- 
pression, at least as to its initiating causes, though 

it does account for the difficulties in operating the 
gold standard. He also denies that our gold ac- 
cumulations were sterilized. Quite the contrary, for 
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they found their way to the reserve banks and in 
the process something happened which both Euro- 
pean and American economists have overlooked, 
namely, gold certificates took the place of federal 
reserve notes and member bank reserve balances 
rose by $706 millions. On this basis there resulted 
“a veritable inflation of credit.” “A real steriliza- 
tion would have kept the liabilities of the Reserve 
banks at substantially what they were. .. .” Most 
of the credit expansion found its way into the 
stock and real estate markets, thus resulting in 
the deceptive stability of the commodity price level. 
Eventually money did become dear, but, unfortu- 
nately, not soon enough. The collapse of the gold 
standard was also hastened by the refusal of the 
United States to assume the responsibilities of a 
creditor nation, for she erected tariff barriers and 
then made loans which permitted settlement of 
trade balances. In addition, the world’s economic 
structure had become increasingly rigid, a situation 
augmented by the Hoover gesture in favor of high 
wages. Here Mr. Fraser attacks as the most falla- 
cious of all plausible economic theories, “the theory 
that depression is due to a lack of consumer’s pur- 
chasing power leading to underconsumption.” 

“The Breakdown of the New Gold Standard” re- 
sulted from underlying weaknesses exposed by the 
failure of the Rothschild bank with consequences 
fully explained. Among the causes were the in- 
ability of British manufacturers to lower prices on 
goods for export, a situation in part explained by 
inability to bring about lower money wages, the 
overvaluation of the pound in 1925, and an extreme 
unwillingness to carry through a deflationary policy 
which would have saved the pound, Britain was 
unwilling to pay the price of a deflation sufficient 
to maintain the gold standard. Mr. Fraser then 
shows why England has not benefited from ad- 
vantages expected from the undervalued pound 
which followed abandonment of gold. 

Then comes that excellent chapter, “Monetary 
and Non-Monetary Factors” in which Mr. Fraser 
points out that, “Without any influence at all on 
the money side, a prolonged and extensive mis- 
direction of production will cause prices generally 
to fall.” In addition, the “war-time mentality 
created was almost as bad as the excessive produc- 
tion, for it developed an attitude of mind which 
caused producers everywhere to refuse to face the 
facts.” Price maintenance schemes with cheap 
credit “prolonged an inherently unstable condition,” 
causing large unsold stocks to accumulate while 
getting the farmers more deeply into debt.” The 
war blocked the ordinary channels of trade and 
caused a great expansion of industry outside of 
Europe. Add to this the “post-war diversion of 
capital” which generally failed to be invested in 
such a way as to earn its high interest charge. The 
author then takes up the vertical and horizontal 
maladjustments of prices, calling attention to the 
fact that only the latter were serious factors in 
time past. But the former, “the vertical changes in 


the structure of production—is the very heart and 
core of the problem of the business cycle.” From 
this he concludes that a stable wholesale price level 
is a defective guide to monetary policy designed to 
reduce industrial fluctuations, a point all the more 
vital in view of the fact that “... this depression is 
characterized by an excessive falling off in the 
production of capital goods which has been brought 
about by a determination to maintain prices and 
wages at a relatively high level,” in the face of the 
further fact that revival cannot come about until 
costs in the capital goods industries come down. In 
other words, vertical maladjustments must be re- 
moved as well as horizontal. 

The final chapter considers the possibility of 
England’s return to gold. Toward this goal some 
progress has been made, for “the knowledge that 
recovery lies mainly outside the monetary field is 
becoming more widespread” and the reliance upon 
reflation somewhat less pronounced. Indeed, it is 
now recognized that much of the world’s trouble re- 
sulted from the reflation brought about by the 
Federal Reserve System after 1927. There is some- 
what better grasp of deflation as “the economic 
system’s method of eliminating maladjustments” 
and the recognition of lingering deflation as evi- 
dence of continuing maladjustments which can 
only be aggravated by reflation. Therefore refla- 
tion should not be the contribution of government 
to recovery. Rather, it should be the removal of 
artificial restrictions to recovery such as exchange 
regulation, reparations and inter-governmental 
debts. With these things accomplished the budget 
might be kept in balance and then it would be 
possible to return to gold. But the question of re- 
turn at a high or a low parity would remain with 
difficult problems in either case. A high parity 
might not be impossible, but that no parity should 
be adopted which cannot be maintained and what 
can be maintained depends upon the extent to 
which wages can be reduced. Finally, a return to 
gold at whatever parity will rule out managed cur- 
rency proposals to keep the price level stable, since 
the only way to maintain equilibrium is “for prices 
to fall with costs.” It would seem that the author 
favors neutral money. 

Mr. Fraser has undoubtedly written an excellent 
book in which arguments advanced are well sup- 
ported by reasoning difficult to find faulty in es- 
sentials. At p. 105 he appears to somewhat over- 
look his argument at p. 78, that prices did rise 
in this country by 10 per cent and the Bureau of 
Labor index concealed the fact. On the whole his 
treatment is able and his work should be warmly 
welcomed by those instructors who offer courses in 
money and the business cycle. Moreover, it is a 
book from which every student of current problems 
could obtain much value. 

E. A. 

University of Virginia 
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Gold and Your Money. Willard E. Atkins. (New 
York: Robert M. McBride & Company, 1934. Pp. 
164.) 

The writer’s first impression of “Gold and Your 
Money” was unfavorable for it seemed to be just 
another effort at simplification of monetary intrica- 
cies which could not be simplified. But, upon fur- 
ther consideration this impression has become dis- 
tinctly favorable. Indeed, the book is intended for 
and should be widely read by the general public, 
since it sets forth the essentials of monetary eco- 
nomics without equivocation. 

Dr. Atkins first considers the elements of the gold 
standard and then outlines the “Roosevelt Mone- 
tary Program,” in three stages, “First, deprecia- 
tion of the dollar through the gold buying policy; 
second, devaluation after the goal of depreciation 
has been reached; and, third, stabilization, which 
calls for a compensated dollar and other devices 
to maintain an existing price level.” With reference 
to all this there are two schools of thought; that 
represented by Professor Warren which holds that 
prices are linked inseparably to gold and that 
school which holds that they are not so linked. 

The author then considers the arguments for the 
gold standard and finds two groups of protago- 
nists—those with the “gold mentality” and those 
who consider gold an imperfect but still the best 
available standard. The best part of his discussion 
relates to faults attributed to gold but which are 
really the result of the fact that “. .. we do not 
have a fluid price system.” Unfortunately this 
vital subject is not sufficiently developed, but 
enough so to indicate that the author is not af- 
flicted with the “gold mentality.” Attention is then 
called to inflexible factors in our economic life 
which prevent the gold standard from being a 
panacea. “In so unstable an economic order, the 
gold faith becomes an opportunity for specula- 
tors.” What monetary faith would not? 

The subject is continued in “Gold and Interna- 
tional Rivalry” where Dr. Atkins says, “. . . the 
protection which gold promises can be real only 
if the economic system functions in so orderly and 
smooth a fashion as to make this protection un- 
necessary.” While this is rather strong, we can 
agree with him that the gold standard has broken 
down “because of a country’s inability to control 
the items entering into its balance of trade,” that 
efforts to manipulate the internal price level have 
also been a serious adverse factor and that the 
standard cannot work well when the trade be- 
tween nations is not largely in the form of the sale 
and purchase of goods. Manipulation of exports 
may become a method of economic warfare and 
“The situation often exists where the gold standard 
within some national unit exists only with the 
tolerance of other countries.” Reference is made to 
Mr. Vanderlip, whose monetary ideas are largely 
prompted by this fact. He would have a gold sys- 
tem which is free “from the political manipulations 
of foreign powers.” When it comes to this America 


is one of the foremost transgressors, for did we 
not draw gold from all the world because we would 
not be paid in goods and are we not buying gold 
now and thus adding to our hoard? Mr. Vanderlip 
merely favors economic warfare of another type. 

After consideration of “The Réle of Money” and 
“What a Money System Means” Dr. Atkins takes 
up “1929: Prosperity,” and observes that “we know 
now that (from 1926 to 1929) neither the movement 
of goods or the amount of our national income was 
sustained.” In other words, “. . . the difficulty in 
economic affairs was an industrial and business 
difficulty rather than a monetary or credit diffi- 
culty.” Stock market profits and real estate gains 
provided purchasing power to supplement the de- 
clining incomes from a declining industrial pro- 
duction, so the underlying weakness was concealed. 
The effort to sustain monetary profits tended to- 
ward an inflexible price system when only falling 
prices could equalize falling incomes, for “unless 
increased profits accompany increased consumption 
of goods and services, or increased capital ex- 
penditure profits cannot be maintained.” Economic 
equilibrium is the consequence of a money-making 
society and this is the only sense in which our 
troubles are monetary. It is only occasionally that 
“business men have to make goods or satisfy the 
wants of others in order to make money.” A very 
able treatment of vital material. 

In “Money and Business Activity,” Dr. Atkins 
doubts the desirability of a steady price level and, 
hence, a return to that of 1926. In any event, 
farmers cannot expect much from “reflation” back 
to that level for “It is only through unequal price 
rises that the farmers or any other group can hope 
to gain from any species of inflation.” Dollar 
manipulation in foreign markets may stimulate the 
price of cotton, but it does not solve the problem 
of the surplus and manipulation of gold to increase 
prices is a limited assault against depression, since 
inflated prices cannot be sustained without in- 
creased production resulting in increased wages 
and increased purchasing power. And the deficiency 
in purchasing power results from the fact that busi- 
ness is interested in making money rather than 
goods. Hence, nothing comparable to good times is 
possible until contributions to consumers’ incomes 
result from additions to plant and equipment. On 
the whole, there is much evidence to support the 
view that depressions are not due to monetary dif- 
ficulties. 

Thus we pass to “Father Coughlin and ‘Coin’ 
Harvey” with substantial background and perspec- 
tive. These gentlemen have much in common for 
both would end the depression by “increasing pri- 
mary money (standard metal) to make possible a 
safe increase of secondary money (currency) to 
support the heavy weight of tertiary money (debt). 
Harvey would have increased the base by means of 
bimetallism and Father Coughlin by means of de- 
valuation of the dollar. By way of criticism, it is 
pointed out that (a) neither one of these “doctors” 
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or its superstructure; (b) both contend that a 


mere increase in the supply of the basic money 
metal will bring rising prices and (c) neither sees 
any injustice in rising prices though they see much 
in falling prices. But such is the gullibility of the 
masses that the superficialities in the thinking of 
both “reformers” make a broad appeal. 

Finally comes the chapter, “The Money Doctors” 
in which Fisher’s plan for a stabilized dollar is 
briefly stated with its weakness and Warren’s con- 
tention that “when prices are not stable gold is at 
fault” comes in for analysis. Warren “adheres to 
the fiction that change in the level of prices can 
only come about through a change in the value of 
money.” But the majority of monetary economists 
are coming “to recognize that neither gold nor 
credit provides solutions for the difficulties in which 
we find ourselves.” The faults in Warren’s statisti- 
cal method have been revealed by Dr. Tucker and 
the lack of correlation between prices and deprecia- 
tion of the currency in other countries has been 
brought out by Pasvolsky. As for Dr. Atkins’ own 
program the answer is brief—“Our problems are 
not money problems.” Rather, they are to be found 
in “the general maladjustments in the congeries of 
institutions that go to make up what is called the 
money economy or capitalism.” Hence, it is un- 
fortunate that the proposals of Fisher and Warren 
preempt the minds of men to the exclusion of other 
more important things. All of which is profoundly 
true. 

E, A. Kixcaw 

University of Virginia 


Principles of Money and Credit. Roy L. Garis. 
(New York: The Macmillan Company, 1933. Pp. 
xv, 520. $2.25.) 

This is a description of the organization and an 
analysis of the problems of our monetary and credit 
system. Although it is intended, as the author in- 
dicates, for the lay reader as well as the student of 
economics, it is distinctly a college textbook of 
the typical American sort. 

Space does not permit comment on the details of 
the theoretical analysis, but in general the subject 
matter is quite orthodox both as to the organization 
of the topics presented and the nature of the ana- 
lytic treatment. 

The author’s intimate acquaintance with recent 
materials in his field is shown in the frequent refer- 
ences to the points of view of other writers. There 
is a corollary fault of this very excellent virtue, 
however. Direct quotations, particularly quotations 
from contemporary writers, appear so frequently 
in some chapters as to give the reader an impres- 
sion of a mosaic of ideas fitted together. A mosaic, 
one should hasten to add, of clear outline and har- 
monious design. 

One important feature of the book is the material 
dealing with recent changes in policy and practice. 
This is not merely an extra chapter on the mone- 
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tary and banking aspects of the Recovery Pro- 
gram; it has been woven into the subject matter 
wherever it forms a logical part of the discussion. 
Current problems which we are still trying to solve 
experimentally are boldly attacked, including those 
connected with the abandoning of the gold stand- 
ard, revaluation, recent banking and currency acts, 
proposals as to future policy and the like. It is 
inevitable that the analysis of such problems, while 
we are still in the very midst of them, should in- 
volve the inclusion of some materials which, while 
they are of vital current interest, are only of 
transitory value, 

Other interesting features of the book are, a 
chapter on credit instruments dealing with the 
practical technicalities so often overlooked in the 
texts of this sort, and one on the law of negotiable 
instruments dealing with negotiability, bankruptcy, 
priority of debts and the like. 

The book contains the familiar apparatus of the 
college text for the aid of the student, including 
a detailed topical outline of each chapter in the 
table of contents, black letter paragraph-headings, 
thorough annotation, a list of parallel readings at 
the end of each chapter, and a carefully prepared 
index. 

James H. SHOEMAKER 

Brown University 


A Study of Corporation Securities, Their Nature 
and Uses in Finance. Arthur Stone Dewing. 
(New York: The Ronald Press, 1934. Pp. ix, 427. 
$4.) 

This work may be said to be an enlargement of 
and improvement upon Book I, concerning Cor- 


’ porate Securities, in Professor Dewing’s 1926 re- 


vision of his “The Financial Policy of Corpora- 
tions.” The extent of the enlargement may be seen 
from the fact that his earlier effort entailed 232 
pages, whereas this requires 415 pages of the same 
size. From a reading of this book one gains the 
impression that it is probably the most scholarly 
product in its field. Practically all of the new 
conclusions are based upon statistical studies. Al- 
though in the preface Professor Dewing says, 
“There have been many studies of the corporation 
by students of the law; this is not one of them,” 
throughout the book evidence is abundant that con- 
clusions are based on adequate legal knowledge. 
Many points concerning which there formerly 
existed much doubt and confusion have now in 
this book been made clear for the first time. Ade- 
quate supporting data for all statements and con- 
clusions appear in the multitudinous footnotes. 
The book is simply and clearly written and is a 
distinct contribution. 
Arruur W. Hanson 
Harvard Graduate School of 
Business Administration 


The Rationalization Movement in German Indus- 
try (A Study in the Evolution of Economic 
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Planning). Robert A. Brady. (Berkeley: Uni- 
versity of California Press, 1933. Pp. xxi, 466. 
$5.00.) 


Trade Associations and Industrial Control (A Cri- 
tique of the N.R.A.). Simon N. Whitney. (New 
York: Central Book Company, 1934. Pp. xi, 237. 
$3.00) 

These books deal with what is in substance the 
same subject, namely, the attempts that are made 
to substitute a planned and cooperative economic 
life for the free for all fight that is characteristic 
of the capitalistic order. Aside from this common 
aim, however, the books differ in the material dis- 
cussed, the style of language and the method of 
demonstration as well as in the results obtained. 
Dr. Brady’s book gives the author’s interpretation 
of the forces that have been at work in Germany, 
especially since the World War, and that, in his 
belief, found their logical conclusion in the present 
Nazi Cooperative State. “In order to understand 
what has really happened, it must be realized that 
the present superficial events are merely external 
adjustments to fundamental alterations, already 
accomplished, which are a peculiar blend of two 
converging developments. These developments had 
their historical origin long before the World War, 
and were of course vitally affected by that war. 

“First to appear were the coalescent forces— 
of coordination and integration—which began to 
destroy the foundations of laissez-faire as early as 
the late seventies of the past century. The early 
and crude vehicles of these forces were cartels, 
trade federations, syndicates, financial consortiums, 
chambers of commerce and industry, trade unions, 
and cooperative societies. The World War added 
the central war coordination boards. In these 
boards, and in certain of the attempts at nationali- 
zation of basic industries under socialist influence 
following the Weimar Constitution, the hand of 
the central political authority is clearly seen. This 
period ended with the spectacular breakdown of 
the summer of 1931. At that time the center of 
gravity in economic affairs shifted to the state, 
where it has since remained. 

“The second development represents the pres- 
ence of forces compelling a gradual but thorough 
interweaving of economic, political, social, and 
cultural issues. There is indicated here a significant 
admixture of the medieval concept of the corpora- 
tively organized society. Clearly, realization of any 
one of the basic economic objectives—high level of 
productivity, economic stability, individual security, 
and ‘equitable’ distribution of income—can no 
longer be considered possible in Germany except 
by a frontal attack on each of the others. More- 
over, no one of them is realizable, either in theory 
or in practice, solely by economic means.” 

Dr. Brady seems convinced that the system of 
free capitalism is a thing of the past. “Organiza- 
tionally, rationalization implied that the Manches- 
terian economic system was at an end in Germany. 
As Professor Bonn has made clear in his brilliant 
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essays, the business interests of Germany, take 
them by and large, will probably be the last to 
want it back. Can capitalism, shorn thereby of so 
many of its assumed economic functions, long 
continue to exist? Wiedenfeld’s penetrating tract, 
Kapitalismus und Beamtentum, shows this to be 
very doubtful, and the current drift of events in 
Europe makes it highly improbable. In transition, 
the newly established regime has provided the 
compromise answer: dictatorship by joint action of 
the middle class and ‘big business’ as the economic, 
political, and cultural expression of an emergent 
(decadent?) age of monopoly capitalism.” 

The main part of the treatise is made up by a 
description of the rationalization movement in the 
different German industries, such as coal, iron, 
steel, machinery, electro-technical, chemical, potash, 
textiles, railroads, public utilities, and agriculture. 
Four chapters analyze the implications of rationali- 
zation namely, “Economic Stability,” “The Attitude 
of Labor,” “The Réle of Politics and the State” 
and the “Cultural Implications.” In the final chap- 
ter, “Retrospect and Prospect,” the author holds: 
“In summary it seems perfectly plain that the 
revolutionary character of rationalization cannot 
fully be appreciated until the movement is visual- 
ized as a whole. Only then will it become clear that 
the techniques, ideas, points of view, methods, and 
objectives involve a radical departure from past 
procedure. Under its complete domination nothing 
would be left to chance, for it substitutes conscious 
control for automaticity, ordered discipline for 
caprice, systematically articulated plans for 
chance coordination. It represents the bold attempt 
to bring all phases of economically significant hu- 
man activity under the direct management of the 
human agent. 

“But it is more than an expression of the hu- 
man ‘will to power.’ Nationalization of the modern 
type has been made possible only because of the 
maturation of the basic natural science disciplines. 
In their present stage these sciences have a techni- 
cal foundation and a set of criteria which render 
them capable of dominating the entire range of or- 
ganized human effort. The Durchrationalisierung 
(permeation of rationalization) of all economic 
activity is coexistent with Verwissenschaftlichung 
(‘scientification’) of all techniques and methods.” 

Dr. Brady’s style is rather unusual, as an ex- 
ample may show. In referring to Spengler’s “De- 
cline of the West” it is said: “His brooding fore- 
cast of the decay and disintegration of western 
civilization was born of the same tired confusion 
and hopelessness which dominated Remarque’s 
homeward bound and prematurely aged war vet- 
eran.” The reviewer, frankly, likes this method of 
conveying conceptions that otherwise would be 
hard to express in abstract terms. On the other 
hand, one finishes the book with the feeling of hav- 
ing looked at a painting of the school of the great 
French Impressionists, such as Signac, compared 
to which the book by Whitney appears like a sober, 
but clearly defined blueprint, demonstrating the 
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structure, advantages and 
planned economy. 

Dr. Whitney’s book takes up the experience of 
trade associations in the cotton goods, carpets, cop- 
per, rayon, refined sugar, woolen goods, industrial 
alcohol and rubber products industries. The ma- 
terial is clearly organized and instructive. The best 
part of the book seems to be page 170-188, discuss- 
ing the “Stabilization Program,” namely, the con- 
trol of price policies, of production and of in- 
vestment. Especially, the analysis of the need for 
and the difficulties inherent in a control of new 
investments is an excellent piece of work. 

WEIDENHAMMER 

University of Minnesota 


shortcomings of a 


Federal Tax Handbook. Robert H. Montgomery. 
(New York: The Ronald Press Company, 1933. 
Pp. xv, 1091. $7.50.) 


To review satisfactorily a book of any nature 
which consists of 1091 pages is a formidable task; 
but when a book is itself a digest of a law which, 
in addition to the statute and regulations, con- 
sists of many volumes of opinions, decisions, and 
rulings, the task is almost impossible. 

The Federal Tax Handbook is intended to be a 
concise, non-technical presentation of Federal taxes 
for the accountant, the lawyer, and the layman. 
The author, eminently and singularly qualified both 
by training and experience, accomplished his pur- 
pose, and has produced a book which is an au- 
thoritative reference on Federal taxes. In this book 
the author states the law on matters which are 
definitely settled by the statute, regulations, ruling, 
and decisions, and on matters which are still un-. 
settled gives opinions and definite recommendations 
which are bound to be helpful in unraveling the 
complications continuously arising in connection 
with Federal taxes. 

The Federal Tax Handbook is divided into three 
parts: Part I, consisting of 26 chapters, deals with 
Income Tax; Part II, consisting of 2 chapters, 
deals with the administration of Federal taxes; 
and in Part III other Federal taxes are discussed, 
one chapter being devoted to the Estate Tax, one 
chapter to the Gift Tax, and one chapter to the 
Miscellaneous Taxes, including those imposed by 
the National Industrial Recovery Act of 1983. 

A table of law sections precedes the first chapter, 
and following the third part—indexes to the U. S. 
Board of Tax Appeals Decisions and to Court 
Cases are given. The general index, consisting of 
sixty-two pages, is most complete, and greatly 
facilitates the use of the text material. 

The salient features of the Federal Tax Hand- 
book are: 


(1) Completeness 

(2) Conciseness 

(3) Simplicity 

(4) Definiteness of statements of fact and of 
opinions 

(5) Usable arrangement of all material. 
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In brief the Federal Tax Handbook is a “Handy 
Book” for all who desire or need a quick and au- 
thoritative reference on Federal taxes. 

James V. 

Boston University 


What is Money? Victor S. Clark. (Boston: Hough- 
ton Mifflin Company, 1934. Pp. 88. $1.00.) 


Mr. Clark’s book, “What is Money,” is avowedly 
intended for the lay reader. It is an extremely ele- 
mentary and simplified treatment of a number of 
monetary questions of the present time. Perhaps 
its chief contribution, even to the lay reader, lies 
in the definitions given. 

One is informed in the preface that this book 
“approaches its theme by the path of history rather 
than by that of theoretical analysis.” This treat- 
ment is rigidly adhered to throughout the book. A 
number of topics are introduced in this manner; 
metallic money, bank money, government paper 
money, the silver question, managed currency, etc. 
In each case the evolution of that particular money 
or problem is sketched in a very few pages, a brief 
statement is made of the present situation, and 
terms are defined. 

There is one chapter devoted to the question of 
inflation. The author reviews the French experi- 
ences with the “South Sea Bubble,” the assignats 
of the Revolution, and the 1918 episode. Our own 
experiences with inflation during the Colonial pe- 
riod, the wildcat banking era, and the Civil War 
are presented. 

In the concluding chapter entitled “Admonition 
and Benediction,” the author states his position as 
follows: “If the state is to prosper, money must be 
anchored to a stable standard and its supply must 
be controlled by the automatic processes of trade 
and not by the dictates of a government.” 

This brief work is interestingly written. Contro- 
versial materials are, of necessity, omitted. There 
are a few inaccuracies, and in some cases the em- 
phasis on brevity has resulted in mere statements 
of fact which will probably be of little significance 
to those lay readers for whom the book is written. 

F. P. Smirn 

Yale University 


Fundamentals of Accounting. Harry H. Wade. 
(New York: John Wiley & Sons, 1934. Pp. vii, 
281. $3.00.) 


The library card and announcement of this 281 
page text “for non-commerce students” states 
“Here is a short course in accounting principles. 
The book is written in a simple and direct man- 
ner—no short cuts or ‘tricky’ approaches have been 
resorted to as the author is convinced that short cut 
methods are unwise.” Although the text is “de- 
signed primarily for a survey course,” this “short 
course” seems to the reviewer to be as unwise as 
“short cut methods.” To illustrate, the author states 
on page 4 that “the purpose of this text is to ac- 
quaint students with terminology and basic prin- 
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ciples.” On the very next page the terms balance 
sheet and profit and loss statement are introduced 
but no clear and direct definition can be found in 
the chapter or in the text. The illustration of in- 
troducing terminology in this chapter (Chapter 
II) is as follows: 
Page 5. “Equation (1). Balance Sheet 
Assets = Equities” 

Page 11, Paragraph 3. “Equation (1) describes 
the financial condition at a particular instant of 
time.” 

Page 11, Paragraph 4. “Consequently Equation 
(1) is elaborated and presented in the form of a 
balance sheet.” Is this the shortest, clearest, easiest, 
and best way of defining balance sheet for non- 
commerce students? No other attempt to define 
this most important term could be found, although 
the term is used frequently and on page 14, Chapter 
III, the author states “The balance sheet differs 
from the equation inasmuch as each type of asset 
and liability is shown rather than totals only. Fur- 
thermore, assets and liabilities are classified as 
current or fixed.” The index references to balance 
sheet begin with page 14. 

After describing in but the first four pages of 
this same Chapter III on “The Balance Sheet” the 
most usual items in a balance sheet the author pro- 
ceeds with his contribution upon the “Analysis and 
Interpretation of the Balance Sheet.” Here in seven 
and a third pages he discusses the usual ratios 
and comparative balance sheets, and includes one 
paragraph on the source and application of assets! 
An equal amount of space is given in the next 
chapter on the profit and loss statement to the 
analysis and interpretation of this statement and 
to balance sheet and profit and loss relations, All 
of this condensed material before the student knows 
what an account is or how it is constructed! 

An illustration of one of several statements to 
which exception is taken by the reviewer is as fol- 
lows: “The reserve for depreciation is the estimated 
depreciation which has occurred from the date of 
purchase to the date of the balance sheet” (page 
18). Of course, this is true only if no debits have 
been made against the reserve. 

The author divides his text into several parts. 
“In Part I the student acquires familiarity with 
considerable terminology and an understanding of 
the end which bookkeeping technique is designed to 
attain. This affords a background for the study of 
Part II.” There are 64 pages in Part I, including 
approximately 13 pages of questions and problems 
at the end of the five chapters. To the reviewer 
this section of the short course seems so condensed 
and summarized that it presents a most inadequate 
treatment of many of the very important subjects 
included in its scope. 

In the balance of the text the author treats the 
subjects usually included in an elementary ac- 
counting text. The bookkeeping cycle is completed 
in Chapter IX, page 160 (out of a total of 16 
chapters and 281 pages). It is decidedly question- 


able whether students will grasp the “reasons why” 
from the author’s method of presentation; an in- 
structor will necessarily have to supply the missing 
definitions, explanations, and discussions. The 
elimination of “extended discussion” (to quote from 
the announcement) seems to the reviewer to have 
been carried too far. 

There seems to be plenty of question and prob- 
lem material. One rather extended series of re- 
lated transactions after Chapter X is called a re- 
view problem. 


F. H. Etwetr 


University of Wisconsin 


Kemmerer on Money. Edwin W. Kemmerer. (Phila- 
delphia: The John C. Winston Company, 1934. 
Pp. xiv, 197. $1.50.) 

This short treatise on our present monetary prob- 
lem has much to recommend itself. After a very 
lucid discussion of the meaning of the gold stand- 
ard, of inflation, deflation and reflation, of the 
silver question, of the commodity dollar and of the 
general debtor vs. creditor problem has been given, 
Dr. Kemmerer recommends stabilization of the dol- 
lar and the adoption of a gold bullion standard at 
a level of 66.6 per cent of the former parity. In 
this connection the statement is made that: 

“The frequently heard talk about waiting until a 
currency reaches ‘its natural level’ before stabiliza- 
tion is a fallacy. It has been my privilege to assist 
eleven different countries in stabilizing their cur- 
rencies on a gold basis, and in everyone of them 
there was talk of a ‘natural level,’ but no one has 
ever shown, so far as I am aware, just what the 
natural level of prices is under a depreciated paper 
money standard or how it is to be determined. In 
the days of our depreciated greenback standard, 
when there was much discussion of the time for re- 
suming gold payments, there arose a popular slo- 
gan, for which Salmon P. Chase was apparently 
responsible, that ‘the way to resume is to resume.’ 
A slogan which might well be adopted today is: 
‘The way to stabilize is to stabilize.’ ” 

The reviewer wonders whether England’s ex- 
perience should not make us somewhat more cau- 
tious. When the pound sterling was brought back 
to the old parity by a decision of Mr. Churchill on 
April 1, 1924, a mistake was very probably made, 
the consequences of which had to be endured until 
September 1931. The “Economic Consequences of 
Mr. Churchill,” to quote the famous pamphlet of 
J. M. Keynes, had forced Great Britain to return 
once more to a paper standard. 

The reviewer hopes that his criticism of this point 
does not in any way deduct from his wish to convey 
the impression that here is a piece of work written 
in so clear a language that the layman as well as 
the economist will be treated to an intellectual en- 
joyment of the first order. 

Rozert WEIDENHAMMER 

University of Minnesota 
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UNIVERSITY NOTES 


MarQUETTE UNIVERSITY 


Mr. R. R. Sevenich, C.P.A., left the De- 
partment during this semester to take up his 
new duties as controller for the Farm Credit 
Administration of the Seventh District with 
headquarters at St. Paul. His work has been 
taken over by Mr. A. J. Sievers, Mr. Ray- 
mond Myer of E. L. Kohler and Co., and 
Mr. Clarence Lichtfeld. Mr. Lichtfeld is 
President of the Wisconsin State Board of 
Accountancy and head of the tax department 
of the Wisconsin Bankshares Corporation. 

A new ruling of the state board admits to 
the C.P.A. examination graduates of recog- 
nized schools of commerce who have majored 
in accounting. The C.P.A. certificate will be 
granted to the successful examinees after they 
have completed the usual experience require- 
ment. The Wisconsin Society of Certified Pub- 
lic Accountants has adopted a revised consti- 
tution providing for the organization of local 
chapters in the larger cities and creating a 
new class of associate membership for pro- 
spective candidates for the C.P.A. The state 
association will henceforth confine its atten- 
tion to legislative and other matters of more 
general concern. 


UNIveERsITY oF Missouri 


Dr. H. P. Hartkemeier, assistant professor 
of accounting and statistics, has been granted 
leave from May 1 to do field work for the 
Department of Agriculture in collecting sta- 
tistics of wheat production. 


University or 


The Department of Accounting is co-oper- 
ating with the Associated Merchants of this 
state in developing a uniform method of de- 
termining costs under the NRA. A report will 
be made at the June meeting. The Depart- 
ment is also co-operating with the State Plan- 
ning Commission and the social welfare group 
under the FRA. 


University or MINNESOTA 


Dean R. A. Stevenson, past president of 
the American Association of University In- 
structors in Accounting, recently addressed 
the annual meeting in Washington, D.C., of 
the United States Chamber of Commerce. His 
topic was “NIRA, Today and Tomorrow.” 


Mr. Robert Weidenhammer, assistant pro- 
fessor of finance, will be on sabbatical leave 
next year. He will spend the year in New 
York City and in Washington studying the in- 
vestment situation under new government 
regulations. Mr. Weidenhammer has contrib- 
uted an article to the Review on the Federal 
Securities Act and has also reviewed a con- 
siderable number of foreign books in the field 
of finance for the Review. 


University oF OKLAHOMA 


Professor Newton and others in the depart- 
ment are compiling and classifying Oklahoma 
laws pertaining to the accounts and finances 
of cities. 

A new course in “Accounting for Schools” 
is being given for school superintendents and 
principals. 


PENNSYLVANIA STATE COLLEGE 


Mr. J. L. Cohen is leaving the staff to en- 
gage in public accounting practice. Mr. H. H. 
Williams, who for the past year has been on 
leave of absence, working in the accounting 
department of an industrial concern, will re- 
turn to the Department in the fall. 

In April the Harrisburg chapter of the 


- Pennsylvania Institute of Accountants spon- 


sored a joint meeting with accounting instruc- 
tors of colleges of central Pennsylvania. The 
topic of discassion was “The Accounting Pro- 
fession in Theory and Practice.” 


Sr. Joun’s—Brook_yn 


Dean J. C. Myer passed away on April 5. 
Dean Myer was well known to accounting in- 
structors and to many readers of the Review 
as an old and dear friend of the Association 
and its publications. 


University or Soutn Dakota 


Mr. Harry E. Olson of the accounting de- 
partment discussed accounting problems of 
the baking industry before a recent meeting of 
South Dakota bakers in Mitchell. Courses in 
accounting and statistics will be offered in 
the summer session this year. 


Cuicaco UNIVERSITY 


Assistant Professor Willard J. Graham has 
just published through the University of Chi- 
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cago Press his doctor’s thesis “Public Utility 
Valuation—Reproduction Cost as the Basis 
for Depreciation and Rate-Base Determina- 
tion.” Mr. Graham will receive his degree this 
June. 

University oF 

Dr. P. M. Green, who has been on leave of 
absence teaching in the University of Florida 
during the second semester, is expected to 
return to the staff in the fall. 

At the annual Honors’ Day of the Uni- 
versity, Professor Littleton served as chair- 
man. Of the twenty-seven students of the Uni- 
versity named for sustained scholarship during 
the junior and senior years six were from the 
School of Commerce and four of these majored 
in accounting. 

Professor H. T. Scovill has been named a 
member of the committee of the American In- 
stitute on state corporation laws. This com- 
mittee is making a study of the various laws 
as they affect accountants. 


InpiANA UNIVERSITY 

Under the new four year curriculum of the 
School of Business Administration intermedi- 
ate accounting is being changed from four to 
six units. A student now takes the following 
courses: Elementary, Intermediate, Costs, 
Budgeting, Auditing, Income Tax, Special 
Studies in Accounting. 


UnIvERsITy oF NEBRASKA 


Mr. C. O. Swayzee, assistant professor of 
personnel management, will be away next year 
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on leave of absence for the purpose of offering 
courses in Labor and in Personnel Manage- 
ment at Columbia University. 

Professor J. D. Clark of Denver University 
will offer courses on Soviet Russia and on 
Economic Planning. Mr. Clark was at one 
time a vice-president of the Standard Oil 
Company of Indiana. 


UNIVERSITY OF PENNSYLVANIA 


A two-day session on business problems of 
today, sponsored by the Wharton School of 
Finance and Commerce, was held on May 17 
and 18. An accounting round-table, on the 
afternoon of May 17, was addressed by Dr. 
Herbert F. Taggart, whose paper is intro- 
duced in this issue of the Review, Hon. Leon 
D. Metzger, and Messrs. Arthur T. Cameron 
and Frank Carr, the latter being comptroller 
of the Tennessee Valley Authority. 


Syracuse UNIVERSITY 


Professor George E. Bennett, head of the 
department of accounting, has been chosen 
the first president of the newly formed Syra- @ 
cuse chapter of the New York Society of 
Certified Public Accountants. 

The new C.P.A. Syllabus prepared by col- © 
laboration of the New York State Department © 
of Education and the Board of C.P.A. Ex- | 
aminers will be published in time for use this ~ 
fall. The last Syllabus was published in 1912. 
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